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PREFACE TO THE SECOND EDITION 
*• 

In preparing the present edition my primary concern has 
been to bring the factual descriptions up to date and to 
modify or replace arguments that derived their main in- 
terest from conditions since disappeared. But I have also 
taken the opportunity to make slight alterations in the 
theoretical analysis itself. 

In Chapter IV the section which previously discussed 
the constitution of the Bank of England now gives a 
description of the position established by the recent 
Bank of England Act, and Section V of Chapter V has 
been radically altered to reflect the Currency and Bank 
Notes Act of 1939 and some war-time developments 
under it. The old Chapter VIII with little change has 
become virtually an historical introduction to a new 
section on the Bretton Woods plans. I have not attempted 
(as I might have done in Chapter II especially) to notice 
war-time changes which were largely ephemeral. The 
book therefore still gives an account of the banking system 
substantially as it worked in the nineteen-thirties, save 
for those changes which have obviously come to stay. 

Chapter XIV of the original edition has been dropped. 
Never an integral part of the book, it has been rendered 
otiose by events, especially the statutory changes referred 
to in Section II of Chapter IV. 

In the original edition I sometimes stressed the activity 
of the monetary system in its relation to general economic 
activity while at other times I stressed its passivity, perhaps 
leaving the reader in doubt whether I supposed the mone- 
tary system to have any positive influence on events. By 
a number of small changes I have altered the balance, 
and the book as a whole now leans definitely to the view 
that the monetary system is in the main passive, though 1 
it could, if ill regulated, be a great nuisance. 



vi PREFACE TO THE SECOND EDITION 

A large number of minor changes do not lend themselves 
to summary reference here. Towards many of these, as 
well as to the larger changes, I have been guided by the 
generosity of many critics, colleagues, and friends, and it 
will not be their fault if this edition is not better than the 
original. 

R. S. S. 

LO.VDO.Y 
June 1946 



PREFACE TO THE FIRST EDITION 

This book presents an exposition of modern banking in 
the light of current theory. It is addressed. .primarily to 
the university student who wishes to include in his honours 
course a study of banking sufficient to enable him to 
understand how this important part of the economic 
system really works nowadays. In writing a book with 
such a design the greatest difficulty is to maintain a con- 
sistent plane of exposition. This I know that I have failed 
to do : and I believe that anyone who attempts to take the 
reader from the elementary stages to the heart of the 
matter is almost certain to do so. There is a marked 
change in the plane of exposition just over half-way 
through the book. Chapters I to VII are restricted to the 
simpler points, and the reader who is new to the subject 
is advised to make sure that he has understood those 
chapters before passing to the more difficult part of the 
book. 

Some readers may be inclined to criticize the lack of 
factual illustration in a book which claims to be realistic. 
I have been tempted again and again to include many 
illustrations, making the book a comprehensive treatise on 
the subject. But the material for such a treatise — the 
details of banking systems and monetary events — changes 
so rapidly that I am inclined to doubt the usefulness of a 
comprehensive treatise on banking. The subject is better 
covered by a continuous series of monographs. But if this 
is so, there is occasion from time to time for a book which 
sums up the present position and presents the contem- 
porary structure briefly in the light of current theory. 
And that is what this book is meant to do. 

Much of the exposition runs in terms of English institu- 
tions; but there are sections here and there explaining the 
main peculiarities of the American system. Other systems 
receive scantier reference, though Chapter XIII attempts 
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to remedy the deficiency by surveying systematically the 
peculiar problems of certain other important countries. 
I feel somewhat dissatisfied w ith the references to Ameri- 
can conditions: for on matters of the constiluiioji of the 
banking system I have naturally given the current, Roosc- 
veltian position, while for the r corking of the system I have 
necessarily had to refer mainly to pre-Roosevelt days. We 
cannot be at all certain that the Federal Reserve System 
is going to ‘work’ again just as it worked in the ’twenties. 

Chapter XIV, on the Nationalization of Banking, 
hardly fits into the general plan of the book, but I feel 
that at the moment a book on banking ought to provide 
some direct help on that subject. I have, of course, con- 
fined myself to setting forth what I believe to be the main 
issues. 

I have attached no bibliography or formal advice on 
further reading. I hope that a reading of this book will 
be a useful preliminary to use of the really advanced works 
on money and banking. With that possibility in mind I 
have at various points indicated in footnotes the standard 
sources where the problems are more exhaustively dis- 
cussed. 

The book is mainly a summary and restatement of 
ideas which arc the subject of agreement among most 
economists. By deliberately avoiding, in the first part 
especially, an analysis of the banking system in the light 
of its historical development I believe that I have been 
enabled to present the fundamental points in a more 
genuinely realistic way than has been done in many earlier 
books. But the basic notions are not new. Where I am 
not certain that my statements would command the general 
support of my fellow economists the reader receives a 
warning in the introduction of the pronoun T. This may 
occur either because the views of economists on a particu- 
ar point have not been circulated enough for me to know 
how far my thought is representative, or (more rarely) 
because I am in disagreement with an important body of 
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opinion. In the absence of the warning pronoun the 
reader may assume that I am, to the best of my knowledge, 
expounding the prevailing view of competent authorities. 

In a book of this kind it is quite impossible to say at 
every point the source from which the writer derived 
inspiration. So far as published work is concerned, my 
greatest debts are to Mr. Keynes, Mr. Hawtrey, and 
Mr. Robertson; and to the papers of the Macmillan Com- 
mittee. I should also mention, for special topics, the 
writings of Professor N. F. Hall on tire Exchange Equaliza- 
tion Account and of Mr. Barrett Whale on the theory of 
the gold standard (my debt to his influence is far more 
extensive). I have had the advantage of reading an un- 
published thesis by Mr. R. M. Goodw r in of St. John’s 
College, Oxford, who has submitted to a searching analysis 
English banking statistics, 1925-35. Also I owe so much 
to my teachers at Cambridge and to my colleagues at 
London and at Oxford that it is quite impossible for me 
to say which (if any) parts of the book are original. 

PEMBROKE COLLEGE, 

OXFORD 

November 1Q37 
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CHAPTER I 
INTRODUCTORY 


I. The Supply of Money and the Price Level 

Banks are often described as ‘purvey orsjof money’. Were 
this their sole function economists would undoubtedly be 
interested in them, just as economists are interested in the 
activities of the issuing houses or any other section of 
the capital market. The linking of borrower and lender, in 
that it influences the particular direction of the crystalliza- 
tion of capital, is a process of economic significance. But 
banks and banking have in fact bulked far larger in works 
on economics than have issuing houses or the solicitors 
who arrange mortgages on property. The reason for this 
treatment is that banks are not me rely purveyors of money) 
bu t also in an important sense manufa cturers of moneyed 

Perhaps we ought to be quite clear what we mean Dy 
‘money’ and why we do interest ourselves so much in the 
behaviour of money. Money is something which is widely 
accepted for the settlement of debts . 1 It is not of any, 
direct use for the actual ‘consumption’ that is the ultimate 
end of all economic activity, nor is it of direct use in 
the process of producing consumption goods from other 
goods and sendees. But (vve can use money to buy goods 
a nd services, whether for immediate consumption^ 

a ‘money economy’ of the kind with which we are familiar 
the all-important process of producing goods for ultimate 
consumption is carried out at the direction ofpeople who 
buy {Mill money) the original factors of production, put 
them together, and sell (for money ) the goods produced.', 
They arc induced to undertake this process by the 

1 The word ‘debt’ covers all monetary transactions. If a child enters 
a shop to buy a pennyworth of streets, it asks for the sweets, thereby 
incurring a debt of one penny, which is settled immediately by passing 
the coin across the counter. 
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prospect of a money profit. The direction of the original 
factors of production into the fundamental proeo-scs of 
producing what ue want to live on depends upon various 
ilotcs of money. An alteration in the flow of money implies 
an alteration in the flow of final goods and unices. This 
is true whether the alteration takes the form of contraction 
or of expansion or of mere diversion of the flow of money. 
An expansion of the supply of money neur takes the form 
(suggested by Hume) of everyone finding their rnonev 
balances increased in identical proportions. The increase 
in the supply of money is at the outlet concentrated in a 
few particular channels, and the per on*, to whom it goes 
are thereby enabled to increase the share* of the factors 
of production or of the produced goods at their disposal. 
Any person or institution with the power of regulating the 
supply of money has therefore great significance in the 
economic world. 1 

The most elementary theory of the effects of changes in 
the supply of money is known as the Quantity Theory of 
Money. It is stated in various forms, more or less rigo- 
rous. Sometimes it is said that changes in the supply of 
money tend to produce changes in the same direction in 
the general level of prices. 'The strictest version says that 
the value of money varies inversely, and the general level 
of prices directly, in proportion to changes in the supply of 
money. - The first and \agucr form has the advantage of 
being more obviously consistent with observed facts. The 
second and more rigorous form has the advantage of being 


1 A bank is an institution whom debts arc widely accepted in settle- 
ment of other people’s debts to each other, l'rom thk and the definition 
of Money on pipe t it follows that Bank Deposits ait Money. Them 
particular definitions nppeal to tnc became they appear to be consonant 
with common usage. Some authorities u«ed to deny th’t Bank Deposits 
were money . But it should be emphasi-cd tint the analyses riven in this 
book, life the conclusions of the pure theory of money, are in no way 
ependent on the choice of definitions The economic significance of a 
change in the supply of money is based on the dts.urbancc of the Iiquidity- 
distnbution of the public’s assets, and such n disturbance occurs when 
imnk Deposits ore changed. 



THE SUPPLY OF MONEY AND THE PRICE LEVEL 3 

the clear conclusion of a tidy and logical argument built 
on strictly limited assumptions . 1 

The Quantity Theory is based on the fact that money is 
wanted not for its own sake but for the convenience of 
having ready command over objects of more direct sendee 
to us. The more money a person holds the greater is the 
convenience he enjoys (assuming, of course, that his money 
is in convenient forms — not a thousand pounds’ worth of 
threepenny-bits!). But the holding of money implies the 
missing of an opportunity of increasing one’s satisfactions 
of other kinds. For a person can use money either for 
expenditure on immediate consumption, from which 
immediate satisfaction is derived, or for acquiring an 
‘investment’ (e.g. the ownership of capital goods) which 
will yield him further money income in the future — thus 
enabling him to increase his income of satisfactions at 
some future date. In deciding to secure the convenience 
of holding a money balance, a person is deciding to deny 
himself the alternative satisfactions he might have en- 
joyed. (individuals and corporations do in fact get into 
the habit of holding a certain average money balance, the 
size of which depends on the money volume of their 
transactions, their habits of payment, and similar factors) 
Given other things unchanged, an increase in a money 
balance above the habitual level (having regard to seasonal 
and similar considerations) will lead the holder of it to 
consider spending more on consumption or investing 
rnorc. 2 \Now if there is an increase in the aggregate supply 
of money, holders of excess balances must predominate 

1 The following paragraphs arc not intended as an exhaustive analysis 
of the Quantity Theory. The reader should refer, for further discussion, 
to the standard works of Marshall (csp. Official Papers), Fisher (esp. 
Purchasing Pmver of Money), Keynes, and Robertson. 

3 From a realistic point of view it is worth envisaging the possibility of 
tilings working the other way round : an individual secs an opportunity for 
profitable spending and is thereby stimulated to get into debt to a bank 
— the bank offering its own indebtedness (deposits) in exchange. The 
remainder of the analysis needs no modification to fit this case of money 
supply responding to changed demand. 
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over holders of uncomfortably low balances. Accordingly 
there will be a general disposition to spend more on 
consumption or on investments. Spending more on con- 
sumption means that there is an increase in the money 
demand for consumption goods./ On ordinary supply- 
and-demand lines we expect some rise in the prices of 
consumption goods and a connected tendency, perhaps, 
of supplies to increase. An increased money demand for 
investments has not such obvious effects on the price 
level, but again there is a tendency for certain prices to rise. 
The initial effect may be simply that people try to buy 
more of old securities. These can, however, only be 
transferred. Their prices rise, and there is a better 
demand than before for securities newly issued by busi- 
nesses wanting to extend their operations. As money for 
capital purposes can be obtained more easily, business 
men increase their money demand for raw materials and 
factors of production, and under this pressure of in- 
creased money demand for goods and sendees , 1 prices 
tend to rise. Whether the surplus money balances are 
directed towards consumption or investment, therefore, 
the effect of rising prices tends to appear, i 

People cannot, as a whole, reduce their money balances. 
Individuals may pass them on ; but the supply of money 
remains unchanged. ‘But as prices rise, holders of balances 
have to revise their notions of what is a comfortable 
balance to hold. ^Prices have risen, so that their former 
average balances have become uncomfortably small rela- 
tively to their outgoings. Accordingly people cease, as 
prices rise, to feel that their new high balances are unneces- 
sarily large, and cease to increase their rate of expenditure 
(on consumption and investment). Prices therefore cease 
to rise. 

The above argument can easily be adapted to describe 


The connexion between the market for old securities and the entre- 
P r en ! U f fo . rgood f and services is unfortunately rather more com' 

plicated than this : the reader will find further elucidation in Chapter VI 
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the converse process. A reduction in t he total supply of 
money implies uncomfortably low balances on the whole. 
Contraction of expenditure follows, prices fall, and as 
prices fall the new level of balances again becomes ade- 
quate, and things can settle down at a new (lower) level 
of prices, and a new (lower) level of money balancei^ In 
short, given other conditions, there is to every level of 
money balances (i.e. to every supply of money) an appro- 
priate general level of prices : increased supply of money 
tends to produce rising prices, decreased supply of money 
tends to produce falling prices/)} This Quantity Theory 
presumption holds good in whatever way the change in 
the supply of money comes about: for increased supply 
of money must mean that on the average people have 
surplus balances, and vice versa. The theory, in this form 
at least, is equally applicable to a private enterprise 
economy and to a ‘planned economy’ of the type towards 
which Britain is moving in the nineteen-forties. 

Rising and falling prices have certain unfortunate 
effects. F irst,' there are the. distributional evils. Certain 
money incomes — those of judges, clergymen, rentiers — 
are fixed either by law or by custom, and other money 
incomes — those of civil servants, doctors — are not changed , 
at all rapidly as other prices change. Recipients of these 
incomes therefore enjoy an increased real income as prices 
fall, and suffer a reduction as prices rise. On the other 
hand, business men, deriving their incomes from profits, 
and ordinary shareholders find their money incomes in- 
creasing faster than prices arc rising, since profits result 
when the costs, some of which are fixed by long contract, 
&c., have been deducted from the rising prices . 1 Wage- 
earners who are in employment regularly tend to gain 
when prices fall, and lose when prices are moving up 
rapidly, though their wage-rates may sooner or later be 

1 During the 1939-45 War the normal effect of rising prices on profits 
was largely stultified by the wide range of government contracting and 
special taxation. 
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adjusted to the changed level of prices.. 1 hesc redistribu- 
tions of real income can in no wise he imputed to varying 
deserts: there is clear injustice between the contrasting 
classes of income-receivers when prices arc moving de- 
cidedly upwards or downwards. 

Secondly, there arc the evil effects of rising and falling 
prices oil production. As certain costs, particularly the 
prices of certain factors of production, are fixed by long 
contract, by law, or by custom, the entrepreneur who is 
faced by falling prices finds that production is becoming 
unprofitable, and, after a point, decides to reduce his out- 
put. Economic activity and the level of employment for 
wage-earners therefore decline. Resources that might 
have been used to produce useful things stand idle, while 
individuals suffer the distresses occasioned by unemploy- 
ment. This contraction of output is by no means evenly 
spread. For one of the first ways in which a business man 
is likely to curtail his operations is by cutting down any 
plant extensions, and suspending replacement of worn-out 
plant. Accordingly the depression is likely to be particu- 
larly severe in the capital goods trades, and people at- 
tached to those trades suffer most. . But when prices are 
rising, the stickiness of costs leads to the profit margin 
widening, thus providing the entrepreneur with a motive 
for increasing his operations. Economic activity in- 
creases,, unemployment declines. The ‘boom’ is, like the 
depression, more extreme in the capital goods trades, 
because extended operations means full replacement and 
frequent additions to equipment. This looks very well, 
and would appear at first sight to be rather an advantage 
of rising prices. /In some measure it is; but bitter ex- 
perience has shown that a ‘boom’ of increasing economic 
activity and rising prices is always followed by a depres- 
sion, and indeed theoretical analysis leads us 'to suppose 
that a slump must inevitably follow a boom which has 
developed to any appreciable extent.?/ The good time, 

1 For this difficult matter sec especially Hamad, The Trade Cycle. 
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though it has substantial attractions, is far from being as 
attractive as would be a period of full employment without 
an aftermath of depression. 

Rising prices and failing prices both, then, appear to, 
have serious disadvantages ; and changes in the supply of 
money appear to be among the possible causes of both. It 
behoves us therefore to find out who, in the modern world, ' 
regulates the supply of money, and on what principles 
their operations are based. 

II. The Sources of Money Supplies 

In the most advanced countries by far the greatest part 
of the supply of money consists of Bank Deposits , some- 
times called ‘Bank Money’. The Bank Deposit is simply 
a debt of a bank to an individual or corporation. In 
exchange for certain rights (to which we shall return 
presently) the bank enters in its books so much ‘to the 
credit of’ Mr. So-and-so. The latter may then settle his 
debts to other people by making over to them parts of his 
‘credit balance’ or bank deposit. Almost all large pay- 
ments are made in this way, the instrument by which the 
deposit is transferred from one person to another being 
the familiar ‘cheque’. When one person pays another by 
cheque, what happens fundamentally is that the bank’s 
debt to the payer (or ‘drawer’) is reduced by the amount 
of the cheque, and the bank’s debt to the payee is in- 
creased by the same amount. The drawer has made over 
to the payee his claim against the bank. It is by circulating 
the debts of the banks (the credit balances of the public 
at the banks) in this way that most transactions are settled. 

Generally, when the bank makes an entry of I O U in 
favour of a person, the transaction remains simply a book 
entry. The bank in its own books stands indebted to Mr. 
So-and-so to the amount given. That is the pure Bank 
Deposit. But sometimes Mr. So-and-so wants evidence 
of the debt in a different and more readilv transferable 
form. In this event the bank enters the amount, not in 
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coincide with the amount of the debt he wishes to settle. 
SecondlyjJ^has the disadvantage that the notes are as 
valuable to other people as they are to himself, whereas 
his cheque-book is, broadly speaking, of value only to 
himself. ^Consequently the settlement of debts by the 
payment of notes involves carrying about pieces of paper 
that other people have the incentive to steal, whereas 
settlement of debt by cheque is quite a safe procedure. 
If a man wishes to settle a debt of, say, £3. 10s. he can pay 
by cheque (provided that his creditor has confidence in 
the existence of the debtor’s claim on the bank), which 
merely involves carrying a cheque-book and filling a single 
cheque formf^Or he can pay it in notes, which means that 
he must carry with him four separate pieces of paper 
(three one-pound notes and one ten-shilling note) all or 
any of which he may lose without much chance of re- 
covery. ) 

The Government may by law restrict the issue of notes 
to one or a number of banks. Practice in this respect 
varies from country to country, and is largely the outcome 
of historical accident; but there has been a general dis- 
position to restrict note-issuing powers more and more, 
as a result of the spreading notion that the supply of 
money must be controlled by the State. In England note- 
issuing powers are now restricted to the Bank of England, 
but in Scotland a few other banks have strictly limited 
rights of issue. The State also sometimes says that certain 
notes shall be 'legal tender’. Money of any kind is 'legal 
tenderMf the offer of it, in the 'exact sum; insetOement of 
a’ debt leaves the creditor no option but to discharge the 
debt. If a debtor offers ponjqgal^tender money the 
creditor may decline to accept it withoutTmodifying his 
legal claim against the debtor. Bank deposits have never 
been constituted legal tender, but throughout the United 
Kingdom Bank of England notes are legal tender. 1 

In addition to mone y created by the Jbanks there is 

* The large notes (£5) are legal tender in England and Wales only. 
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THE PROCESS OF CREATION OF MONEY 

These are only round figures, but the import of them 
is clear enough — Bank Money forms an overwhelming 
proportion of the total supply of money. In the United 
States also, Bank Money is overwhelmingly important. 

Restricting ourselves for the time being to the opera- 
tions of the ordinary joint-stock banks, we have to face the 
question, what induces the banks to get into debt to the 
public to these enormous amounts? The banks have 
voluntarily entered in their books I O U’s to all sorts of 
people, to an aggregate running into thousands of millions 
of pounds. What has induced them to do so ? They are 
profit-seeking corporations. They are induced to become 
debtors to other people by those others offering in ex- 
change certain claims that equal the capital value of the 
bank’s liability and bear interest. It is from the interest 
payment on these claims that the bank derives its income. 
Provided that it is successfully managed, the bank’s assets 
therefore always equal its liabilities'. .The bank ‘deposits’ 
— i.e. the debts of the bank to the public — are always 
covered by the assets people have offered to the bank in 
exchange for deposit claims against the bank. The process 
of ‘ creation’ of bank de posits i s ess entially an exchange^of 
claims. The member ofthe public offersiTclafm of some 
sort — such as legal tender state money, or a government 
bond, or a mere promise — and the bank offers a book debt 
called a bank deposit. <\The economic significance of this 
exchange of claims lies in the fact that the claim against 
the bank — a debt which did not previously exist — can be 
used as general purchasing power3 It is money, whereas 
the debt against which it was exchanged is not money. The 
operation therefore adds to the total supply of money. 1 

The standard assets of a commercial bank are over- 
drafts and loans, bills discounted, investments, and cash . 2 

* Except, of course, in the case of legal tender state money being taken 
by the bank — in which case the public has merely altered the form of the 
money it holds. 

3 The following pages serve to introduce these standard assets and to 
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The overdraft system of the banks is well known. In 
return for an undertaking on the client s part, an under- 
taking often reinforced by the handing over to the bank 
of some negotiable security of which the bank may dispose 
if the client fails to meet his obligations, the bank allows 
the client to ‘overdraw’ his account. That is to say, thd 
client is allowed to draw cheques beyond the amount pre-j 
viously standing to his credit in the bank s books, up toj 
the limit set in the overdraft arrangement. This limit will 
usually be well covered by the market value of the nego-_ 
tiable security left in the bank’s keeping. This overdraft! 
facility is equivalent to a bank deposit in representing part 
of the supply of money with which individuals can buy 
goods and services, and it becomes part of the visible 
supply as the right to overdraw is exercised and other 
people (recipients of the borrower’s cheques) acquire 
claims against the lending bank. These claims are money, 
because people are prepared to accept them in settlement^ 
of debts. The borrower undertakes that by the end of, say, 
three months he will have acquired from other people 
various kinds of money — State-issued money or claims 
against this and other banks — to the amount of his over- 
draft. These claims he hands over to the bank, thus paying 
off his accumulated debt. In addition he is obliged to pay 
interest — i.e. he has to provide additional money, so much 
per cent, on his overdraft, as a payment for the use of the 
money for the given period. It is out of this additional 
money that the bank makes its living.( As far as giving and 
receiving claims in loan and deposit transactions are con- 
cerned, it will, if everyone meets his obligations, finish 
all square . The income of the bank depends on the 
additional claims (the interest and other charges) it makes 
against people who incur debt to the bank, either directly 
y oan or overdraft arrangements, or indirectly when the 


tran ^ tio f in *em affect the supply of money. More 
detailed chscussmn w,ll be found in later chapters (particularly II, III, 
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bank acquires the claims from previous creditors of those 
people?^ 

When the system by which banks lend to individuals 
and firms is not the overdraft system but the loan system 
the process is even simpler in its effects on the supply 
of money. The borrowing client gives certain under- 
takings and also perhaps provides ‘collate ral s e curity ^as 
suggested above. tThe bank at once paces the sum of \ 
the loan to the credit of the client: its debts are increased 
by that amount, and, since its debts constitute money, 
the supply of money is increased by the amount. At the 
same time the assets of the bank have increased by the 
amount of the loan?) Its liabilities and its assets have in- 
creased by equal amounts. Were the amount £1,000 and 
were this the sole operation of the bank the balance sheet 
would be: 

Liabilities Assets 

£ 

Deposits (i.c. Credit balances Loans to clients 

of clients) . . . 1,000 

The gross income of the bank would be increased by 
whatever interest charge it made for the loan. Out of this 
gross income it might pay a lower rate of interest on 
clients’ credit balances, and it would have to meet its 
costs of administration. Any remainder would be a net 
profit. 

As the borrowing client pays away the £1,000, by 
cheques drawn in favour of other people, the liabilities of 
the bank become liabilities not to that client but to the 
payees of the cheques. What happens next depends on 
what those payees choose to do with their claims against 
the bank. 

Instead of the borrower undertaking to make certain 
payments to the bank in return for the loan, he may choose 
to finance himself by drawing a bill of exchange^ The bill 
of exchange is in effect a written promise to pay a sum at 
some future date, usually guaranteed by some reputable 


£ 

. 1,000 
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finance house. 1 . Then a person with funds to spare can 
‘discount’ the bill, which means he can pay a sum of 
money for it now, the sum being slightly less than the sum 
promised in the bill. When a bank discounts a bill of 
exchange it in fact acquires the bill as an asset, giving in 
exchange a deposit — i.e. incurring debt to a client. Its 
liabilities and its assets are increased by the same amount. 
Its balance-sheet still balances; but its gross income is 
increased by the difference between the sum it pays for 
the bill and the sum which the bill says is payable at 
the named date (‘maturity’). This difference is called the 
‘discount’. 

Another way in which a bank may add to its debts is by 
the purchase of securities — such as government bonds. 
The bank paysTor the bonds by a cheque on itself 2 — i.e. 
it gives a debt in exchange for the bonds that become part 
of its assets. The balance-sheet shows change on both 
sides: 

Liabilities Assets 

£ £ 

Deposits (i e. debts to clients) 1,000 Investments (Government 

bonds) , . . 1,000 

The process is precisely the same when the bank acquires 
land or buildings for its offices. 

A bank will also give a credit balance (i.e. incur a debt) 
to anybody who offers it a claim against another bank. 
This happens, for example, when Smith who banks with 
Barclays draws a cheque in favour of Jones who pays it 
into his own account at the Midland. In that instance 
there has merely been a transference of indebtedness 
between banks — no increase. The original balance-sheet 

’ For detailed discussion of bills of exchange see Chapter III. 

2 Or it may give a cheque on its balance with the central bank. The 
effect is precisely the same, for the payee at once exchanges this claim for 
one against his own bank (he pays the cheque into his account) and aggre- 
gate public claims against the banks are increased by the given sum The 
settlement of any inter-bank indebtedness which may arise is discussed 
\ later. 
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positions of the two banks may be supposed to have been 


thus: , 

MIDLAND BANK 
, Liabilities Assets 

£ £ 
Deposits Bills dis- 

(Jones) 1,000 counted 

and im'cst- 
ments, See. 1,000 


BARCLAYS BANK 
Liabilities Assets 

£ £ 
Deposits Loans, See. 2,000 

(Smith) 2,000 


Smith then draws a cheque for £500 which Jones pays 
into his own account. The immediate effect on the posi- 
tion of the two banks is shown below: 


Liabilities 

MIDLAND BANK 

Assets 



£ 

£ 

Deposits (Jones) 

. 1,500 Bills discounted and invest- 



ments, & c. • 

1,000 


Claims against other banks 


* 

(Barclays) 

500 


1,500 

1,500 


BARCLAYS BANK 


Liabilities 

Assets 



£ 

£ 

Deposits (Smith) 

. 1,500 Loans, & c. 

2,000 

Claims of other banks 

500 



2,000 

2,000 


This will not be the final position, as Barclays and the 
Midland will settle their inter-bank indebtedness by some 
transfer of assets from Barclays to the Midland. Barclays’ 
assets will go down by £500 whilst the Midland’s assets go 
up by £$ qo . Which particular assets are transferred we 
shall see later. But it is clear that there has been no in- 
crease in the supply of money. All that has happened has 
been that the composition of the supply has changed, in 
that more of it is now Midland Bank debts and less is 
Barclays bank debts, and, of course, the ownership of the 
money has passed from Smith to Jones. The banks are 
less in debt to Smith and more in debt to Jones than 
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before. Jones has more purchasing power at his disposal 
than before; Smith has less. The aggregate supply of 
purchasing power is unchanged. 

One very important kind of asset the banks may acquire 
in exchange for a deposit liability has not yet been men- 
tioned. This is ‘Cash’. Cash consists of state money (in 
Britain now only ‘silver’ and copper coin) and of liabilities 
of the central bank, or bankers’ bank (in Britain, the Bank 
of England). The liabilities of the central bank may be 
either book liabilities — i.e. deposits with it — or bank 
notes. When a client ‘pays in’ a wad of notes and some 
odd silver and copper coins, say, .£31. 17s. <)d., he acquires 
a deposit to that amount. The bank, that is to say, be- 
comes indebted to the client to the amount of £31. 175. 9 d. 
Its balance-sheet will have the following items added: 

Liabilities Assets 

£ s. d. £ s. d. 

Deposits . . . 31 17 9 Cash in hand . . 31 17 9 

When a client draws a cheque to ‘self’ and takes it to the 
bank for cash, or receives a cheque from someone else 
and goes to the bank to ‘cash it’, the process is precisely 
reversed — Deposits go down and Cash in hand goes down. 
As, for reasons we have seen above, individuals sometimes 
prefer to use cash and sometimes cheques, cash is con- 
tinually crossing the bankers’ counters. Retail tradesmen 
are continually paying it in (exchanging cash for bank 
deposits) and employers of labour and spenders of in- 
comes paid by cheque are continually drawing out cash 
(exchanging bank deposits for cash). Passing cash across 
a bank’s counter is essentially changing one kind of money 
for another the proximate result is no change in the 
aggregate supply of money in the hands of the public. 
That further results may follow any decided net change 
in its composition is shown below, in Chapter II. 

The book claims against the central bank, i.e. the 
deposits at the central bank, are another form of cash. It is 
worth ignoring, for the time being, the fact that the central 
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bank may act as banker to the Government and to other 
people. Let us consider solely its operations as bankers’ 
bank. The other banks choose to hold deposits at the 
central bank because it is convenient to settle inter-bank 
indebtedness by transferring their deposits at one bank — 
the central bank. If, as we saw above might happen, one 
bank becomes indebted to another the debt can be settled 
by a book entry at the central bank, the deposit there of 
the creditor bank (the Midland in our example) being 
raised and the deposit of the debtor bank (Barclays) being 
reduced. The aggregate debts of the central bank have 
not changed; but it now owes more than before to the 
Midland and less than before to Barclays. 

As transactions between members of the public are 
always leading to a flux and reflux of cash to and from the 
banks, and to inter-bank indebtedness, every bank finds 
it essential to hold as part of its assets cash in hand (till 
money) and at the central bank (bankers’ deposits). This 
cash holding is called the ‘cash reserve’, and we shall have 
much more to say about its significance in succeeding 
chapters. The cash reserve is, to the banker, less attractive 
than the other assets because it brings him no income. He 
is obliged to hold it owing to the monetary habits of the 
public and the structure of the banking system . 1 But once 
any important section of the public has developed the 
banking habit the cash reserve need not bear a high ratio 
to aggregate assets. Consequently, in the world as we 
know it, bankers have ample inducement to create debts to 
other people, and that means creating purchasing power. 

It is important to remember that the banks put this 
newly created money into the hands, not of everybody at 
once, but of those individuals who can offer to the bank 
the kind of asset the bank thinks attractive./* The banks 
are important not only because they create "money but 
also because they distribute that money into particular 

5 In some countries the obligation to hold n cash reserve is a legal 
obligation. 
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channels. In some way or other, therefore, the actions 
of the banks have to be consistent with both the total 
and the composition of the country’s production of goods 
and services. Just how this consistency is achieved must 
be the most fundamental question on which an analysis 
of the banking system should throw light. 



CHAPTER II 

COMMERCIAL BANKING 
I. Structural Oueslions 

The banking systems of different countries vary substan- 
tially from one to the other; but they have all been tending 
in the last few decades to gravitate towards ‘central bank- 
ing systems’, the archetype of which is our own system. 
These systems fall into three parts: the central bank, 
the commerical banks, and various ancillary institutions 
dealing in certain restricted types of credit. The central 
banks are discussed in Chapters IV and V, the commercial 
banks in this chapter, and some of the most important 
ancillary institutions in Chapter III. Some overlapping 
is inevitable. 

The distinction between central .and commercial banks 
turns essentially on their objeets.\The commercial bank 
thinks primarily of profit-making, whereas the central 
bank thinks of the effects of its operations on the working 
of the economic system!)* If the commercial bank is taking 
a sufficiently long view it will forgo some immediate profits 
for the sake of stability; but it is competing with other 
banks and cannot afford degrees of far-sightedness and 
altruism far beyond those of its competitors. It has its 
shareholders and must do the best it can for them. The 
central bank also sometimes has its shareholders, to whom 
it is expected to pay a dividend after paying all its expenses ; 
but though cases have existed of central banks altering 
their course in order to avoid a loss of income, this is a 
departure from central banking principles. The com- 
mercial banks may be few or many. They trade with the 
general public. There is only one central bank in each 
country, and it does little if any ordinary banking business 
for the general public: it restricts itself in the main to con- 
trolling the operations of the rest of the banking system. 
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In England we generally refer to our own commercial 
banks as ‘joint-stock banks’. The custom is open to 
objection since the Bank of England, though not a com- 
mercial bank in the sense in which we are using that term, 
is also a joint-stock company, while the old private banks 
were commercial banks though not joint-stock companies. 
But the custom is firmly established and convenient 
enough;-: If, in writing of the English system, we use the 
term ‘joint-stock banks’ this must be considered inter- 
changeable with ‘commercial banks’. In the United States 
the commercial banks are nowadays frequently referred to 
as ‘the member banks’, though there are still some com- 
mercial banks (some of the ‘State banks’ — banks registered 
under State, as opposed to federal, laws) which are not . 
member banks.'; But there is substantial identity between 
the two categories, and a reference to ‘the member banks’ 
when one. means ‘the commercial banks’ is pardonable 
enough . 1 For the Continental commercial banks the 
term ‘credit banks’ is often used, in distinction to the 
investment banks, though the distinction between these 
two types of institutions is often in practice blurred.^) 
Now that the joint-stock company system has for long 
been firmly established in almost every country of impor- 
tance, the typical commercial bank in most countries is 
a very large institution having a large number of branches 
scattered all over the country, or at any rate over a large 
section of it. This is the ‘branch-banking’ type, the best 
examples of which are perhaps those of England, Canada, 
South Africa, and Australia. In England, for example, an 
enormous proportion of all the banking business is done 
by the Big Five -—the Midland, the Westminster, Bar- 
clays, Lloyds, and the National Provincial, most oF the— 
remainder being done by the smaller brafich ' systems, 


1 w‘ S n0t !?’ for J ' ust 33 the Private banks used to constitute 

u eV t system ’ so > ™ til i 33 2 > did non-member 
££ ™ tute Part of the African system. Member 

banks are those which have entered the Federal Reserve System 
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more limited geographical!}' (Martins and the District are 
leading examples). \iThe United States still maintains the 
opposite and original type — the ‘unit banking* system. In 
this system the bank’s operations are confined in general 
to a single office, though some fewjrre allowed to have 
branches within a strictly limited area.) This legal restric- 
tion of the area of operations of an American bank is the 
outcome of the traditional fear of a ‘Money Trust’, and 
particularly the suspicion with which the operations of the 
New York financiers are viewed in the Middle and Far 
West. (Even central banking in the United States has been 
affected by this powerful historical force — the central bank 
of the United States is a federation of twelve banks, each 
with its own region.) Like the unit banks in the mid-nine- 
teenth-century English banking system, the unit banks of 
America are linked together by the ‘correspondent bank’ 
system. A country bank deposits some of its cash reserves 
with a bank in the nearest big city, and those bigger banks 
themselves send funds to the great centres of Chicago, St. 
Louis, and above all New York. Remittances of funds 
from one part of the country to Another can be made 
through the ‘correspondent banks’ — i.e. by transference 
of these funds in the great centres from the name of one 
country bank to that of another country bqnkj) By this 
correspondent bank system unit banks are Enabled to 
enjoy some of the advantages of a branch banking system. 
In comparing branch banking with unit banking we must 
accordingly remember that unit banks are not entirely 
independent of each other but are connected by the corre- 
spondent bank system. 

Before discussing the comparative advantages and dis- 
advantages of unit banks and branch banks, it is necessary' 
to summarize the functions of commercial banks .1^ Com- 
mercial banks carry' on ‘ordinary' banking business’ with 
the general public. What is ‘ordinary banking business’ ?]) 

* A useful book on commercial banking in the U.S.A. before 1933 is 
Goldschmidt, The Changing Structure of American Banking. 
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These banks have actually developed various miscellaneous 
services, such as executor and trustee services ; but it is not 
these purely ancillary functions of which we are thinking 
when we write of ‘ordinary banking business’. <, Ordinary 
banking business consists of changing cash for bank 
deposits and bank deposits for cash; transferring bank 
deposits from one person or corporation to another ; giving 
bank deposits in exchange for bills of exchange, government 
bonds, the secured promises of business men to repay, Szcj 
t The ‘bank deposits’ are merely I O U’s written in the 
books of the banks, and, as we have seen in Chapter I, 
their significance is derived from their general accepta- 
bility as money. The acceptability as money of deposits 
in a particular bank depends on complete confidence in 
the ability of that bank to exchange its promises (deposits) 
for other forms of money (directly or indirectly cash) on 
demand. This is what is meant when it is said that a bank 
must be liquid. ‘Liquidity’ generally means capacity to 
produce cash on demand for deposits . 1 A bank musT 
therefore so conduct its business as to maintain liquidity’. 
The lower the cost of maintaining liquidity the more 
'.efficient is the bank. Except by transferring its earning 
assets (bills of exchange, loans, &c.) to other banks an 
individual bank can only maintain liquidity by holding an 
adequate reserve’ of cash — cash being unfortunately an 
asset which brings no income to the bank. "The more 
readily transferable are its earning assets, therefore, the 
lower the barren reserve that must be held — and accord- 
ingly the lower is the cost to the bank of maintaining 
liquidity' The form of bank in which earning assets are 
most readily transferable is, therefore, ceteris paribus, the 
most efficient form. The necessity of maintaining liquidity 
also implies that a bank must, in order to maintain its 
position as a bank, avoid losses— for incurring losses 
means epreciating assets, and that cannot go on for ever 
without the cash reserve running short. 

1 For further observations on the concept of Liquidity see Chapter IX. 
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In comparing the merits and demerits of unit and branch 
banking, it is necessary to bear in mind these functions of 
the banks and these liquidity considerations which affect 
the success of their functioning.^ A comparison between 
unit banking and branch banking is essentially a com- 
parison between small-scale and large-scale operation ., 
♦■The large co ncern — the branch ban k — secures certain 
econormeFof large-saile production , which are, however, 
limited by the nature of the market for the services of 
bankers. ♦T he bran ch bank enjoys the advantages of divi - 
sion of labour— shine of its more hble employees can 
■devote their whole time to the broader problems of bank 
management, such as the distribution of assets, the rules 
to be applied to collateral security offered by business men 
seeking loans, and the recruitment of staff. In more lowly 
work in the banks the possibility of pushing the principle 
of division of labour very far is limited by the fact that 
operations are necessarily divided between branches, and 
the extent to which the division of labour can be carried 
within a small branch is as limited as it is in a unit bank 
office of the same size. » The economy of reserves is of 
enormous importance for, as we have seen above, the 
maintenance of adequate reserves is absolutely vital to the 
banker* The large bank can afford to hold a lower cash 
reserve in each office, for one office can draw on another — 
by transferring assets or by borrowing — far more readily 
than can one unit bank draw on another unit bank in the 
same way. The system of correspo nd r.nt- banks madilifis 
the disadv antage here o f JhejunjLbank, but only slightly, 
for deposits with a correspondent bank are relatively un- 
remunerative. 'The cheapness of doing remittanc e bu sk 
ness (the sending of money from one place to another for 
clients) is much increased by the conveniences of the 
branch system, for inter-office indebtedness can be far 
more easily adjusted.l The corres pondent system enables 
the unit bank to offer the client service comparable with 
that afforded by the branch bank but not so cheaply .'i 
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A The spreading of risks geographically is an advantage 
Ji o the branch banking system. It is true that the existence 
of the trade cycle implies times of universal good trade and 
times of universal bad tradc.-Were the trade cycle the only 
cause of business losses, there would be little to choose 
between unit banks and branch banks — for all the branches 
of the latter would be losing at once. Even then the unit 
bank system would, however, be at some disadvantage, 
for the capital goods’ industries suffer most in the depres- 
sion, and they may well be strongly localized — thus up- 
setting banks whose activities are confined to particular 
areas. But in addition to the trade cycle particular indus- 
tries are subject to secular rises and declines (which are 
occasionally sharpens a result of changes in tastes, changes 
in technique, &c. In so far as declining industries are 
strongly localized, unit banks depending on those areas 
may incur severe losses and actual collapse may follow, 
v ereas the losses incurred by branch banks in depressed 
areas may be offset by profits earned by branches of the 
same banks in more prosperous areas. For example, the 
c ron > c epression of sections of American agriculture 
even before 1929 was one of the causes of the hundreds 
and hundreds of small bank failures which seemed so in- 
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the services of a particular bank is not necessarily limited 
by national frontiers; but there are substantial disadvan- 
tages once the frontier is crossed. Commercial law, busi- 
ness customs, and conditions vary so much from one 
country to another, as well as the monetary unit and the 
language being different, that banks generally confine 
their main operations to one country. Where they have 
overseas business it is generally conducted by subsidiary 
companies having more or less independent managements. 
Within a country it is often suggested that market condi- 
tions are in fact so localized that unit banks are more useful 
i than branch banks. It is said in particular that the local 
banker will have direct personal knowledge of the local 
business men, and will know which of them have and 
which have not the aptitude for business and the sound- 
ness of moral principles which are desirable in a borrower. 
The old English private banker, it was sometimes argued, 
knew all the family histories and would know therefore 
which young business men were worthy of assistance. 
Against this it may be suggested that the argument works 
in the opposite direction — family history is not an invari- 
ably good guide to credit-worthiness, and the individual 
banker may have been too unwilling to refuse a loan to the 
incompetent or dishonest scion of a family with which his 
father and grandfather had been on intimate social terms. 
The English branch banks of to-day have perhaps learned 
to get the best of both worlds in this matter. They en- 
courage their employees to mix with the local clients on 
the golf course, and select and pay them accordingly. 
The local manager may then acquire personal knowledge, 
approaching that of the old individual banker, of his 
clients and their families. At the same time the remote- 
ness of Head Office and the local manager’s subjection 
thereto enables him, when he has to refuse a loan, to do 
so without the social awkwardness which might arise if lie 
took sole responsibility for the decision. ^The local manager 
can always place his personal knowledge of a client at the 
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disposal of Head Office, and, if there is occasion to refuse 
a loan, he can always thrust the unpleasant onus on to that 
remote abstraction ‘Head Office’ without jeopardizing his 
social contacts with the client; 

The advantages are thus overwhelmingly in favour of 
the branch banking system, and the more primitive bank- 
ing systems of the world are therefore likely to develop 
in that direction. In the United States the normal course 
of development has been impeded by legal restriction, and 
any change of system there depends consequently on the 
possibility of a change in the law. In India, the most 
important other country where banking is predominantly 
in the hands of unit banks, there are special obstacles 
analogous to those which hinder the spread of banks 
beyond international frontiers, and we shall return in a 
later chapter to some discussion of this special case. Over 
the rest of the world development of banking systems 
appears to be bringing them more and more closely in 
line with the structure of commercial banking which exists 
in England and the Dominions. There is accordingly 
some justification for treating this structure as the general 
case, giving separate attention to the American system as 
something exceptional. 

II. The Bankers' Clearing House 

Among the functions of commercial banks enumerated 
above there was an item, the transfer of bank deposits 
from one person to another. If there is a system of branch 
banking the transfer of a deposit of Mr. A. in London to 
the account of Mr. B. in the Oxford branch of the same 
bank is simple enough — the entire transaction is internal 
to the bank concerned. A system of unit but correspond- 
ing banks manages to achieve almost as great simplicity — 
provided, of course, that the banks in the two places are 
corresponding banks. But when the debtor and creditor — 
the drawer and the payee of the cheque— bank with un- 
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' * 

connected banks this simplicity disappears.^ When A, who 
banks with Barclays, writes a cheque in favour of B, who 
banks with the Midland, how is. the deposit actually trans- 
ferred from one to the other? } 

The connexion between the' two banks is made by the 
Bankers'* Clearing Home. The business of ‘clearing’ inter- 
bank indebtedness in London is distributed between 
various parts of the London Clearing House, which deal 
with Town (i.e. City financial district), Metropolitan, 
and Country respectively. There are also Clearing Houses 
in the great industrial towns in the provinces, dealing with 
local cheques, and less formal arrangements in every other 
large town. We may, however, confine our attention to 
the London Clearing House, and ignore its internal 
divisions . 1 

Every day individuals all over the country are sending 
cheques drawn on their accounts at one bank to people 
who bank with other banks. There will be a continual 
stream into each bank of cheques drawn on each of the 
other banks. These cheques constitute claims to deposits 
in these other banks, and the bank receiving the cheques 
is, therefore, becoming a creditor of each of the other 
banks. At the same time, each one of the other banks will 
have been receiving cheques, paid in by its own customers 
to be added to their accounts, drawn on the bank we have 
been considering. To the amount of these cheques, the 
first bank will be running into debt with the other banks. 
They have claims against it to the amount of the cheques. 
All these cheques that have found their way into the 
wrong banks are collected twice a day and taken to the 
Clearing House. There Barclays Bank, for example, will 
find itself in debt to each of the other banks as they present 

1 My intention being to give the general principles only. Details may 
be sought in Truptii, British Banks and the Money Market. At the out- 
break of war in 1939 the Clearing House was moved from London and 
some changes v, ere made in its organisation. It is not yet certain how far 
these changes will be reversed as the Clearing House settles down again 
in London. 
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cheques drawn on Barclays and paid over their counters; 
and Barclays will, on the other side of the account, be 
presenting each of the other banks with cheques drawn 
on them. The various amounts are added up and offset 
against each other. Barclays may then find that it has paid 
a million pounds more on Lloyds cheques than Lloyds 
has paid on Barclays cheques. They exchange cheques 
and Lloyds remains a million pounds in debt to Barclays. 
Suppose with all other banks both these banks find their 
debits and credits equal, then Lloyds settles the account 
by drawing a cheque on its own deposit in the books of 
the Bank of England. Actually each day’s transactions will 
be rather more complicated than this; but the essential 
process is clear enough — inter-bank indebtedness arising 
from transfer of deposits from one person to another is 
offset as far as possible; and any remaining balances are 
covered by transfer of Bankers’ Deposits at the Bank of 
England. 

In our example the position after the particular clearing 
will be that Lloyds deposit liabilities to the public will 
have decreased by one million pounds (its customers 
having received a million pounds less from customers 
of other banks than they have paid to them), and on 
the assets side its ‘cash at the Bank of England’ will also 
have gone down by one million pounds. Barclays deposit 
liabilities to the public will have risen by one million 
pounds and so will Barclays ‘cash at the Bank of England’. 
The aggregate bank deposits in the country will not have 
been affected by the operation; nor will the aggregate of 
cash at the Bank of England’ (‘Bankers’ Deposits’ as they 
are generally called). The entire process is a transfer 
having no monetary significance. The general run of 
banking business in the country will normally lead to 
these transfers being small and purely temporary; but if 
there arises a pronounced tendency for people to bank 
less with Lloyds and more with the Midland, there will 
be a contmued decline in Lloyds deposit liabilities and 
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equally in its cash reserve. The equal absolute fall in the 
two figures implies a fall in the ratio of cash to deposits in 
Lloyds Bank, and a pronounced movement of this kind 
would oblige the losing bank to curtail its general lending 
operations sooner or later. But of the significance of the 
cash ratio more anon. 


III. The General Control of Banks over Deposits 

We have seen in Chapter I that Bank Deposits are 
simply entries in the books of banks, saying that persons 
and corporations have such and such a claim against the 
banks. These promises are considered by the holders to 
be balances of general purchasing power. So long as 
people can be induced to accept these bank liabilities in 
exchange for assets which they surrender to the bank 
(including their own claim to money in the future) the 
banks can create deposits simply by acquiring more and 
more assets. The assets are then held as ‘cover’ for the 
bankers’ liabi litie s to the publTcTTH'e'general nature of 
“file assets actually held by the banks in England and the 
United States is apparent in the following tables which 
arc taken from aggregated balance-sheets of almost all the 
commercial banks in the two countries. 

ANALYSIS OF LONDON CLEARING BANKS’ FIGURES 

June if) 37 and June 1945 
(£ millions) 



Liabilities 

Assets 




* 937 


3937 

1945 

Deposits on 

Current 

Cash in hand and at 



Account 

; 1,253 3,147 

Bank of England 

241 

494 

Deposits on 

Deposit 

Money at Call and 



Account 

, . 1,022 1,635 

Short Notice 

171 

195 



Bills discounted 

259 

135 * 



Advances 

963 

761 



Investments 

654 

i,i= 7 . 


1 'Fa which should be added £1,939 millions for Treasury Deposit 
Receipts (see p. 32). » 
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FEDERAL RESERVE REPORTING MEMBER BANKS 

15 July 1937 and 20 Feb. 1946 
($ millions) 

1937 J 946 J 937 J 94 b 

Demand Deposits. 15,186 37,687 Loans (total) . 9,/6° 15,181 

Time Deposits . 5,235 9,662 Investments - 12,530 49,586 

Government Reserve with 

Deposits . . 547 16,387 Federal Reserve 

Bank . . 5,4°° i°,°°4 

The absence of equality between assets and liabilities 
in the English table is due mainly to the exclusion of 
shareholders’ capital on the liabilities side and the item 
Bank Premises, See., on the assets side. These items have 
also been excluded from the American table, which also 
excludes the large items of inter-bank indebtedness arising 
from the correspondent bank system. The items given 
are those variable items which are of great monetary signi- 
ficance. The division of deposits in both tables is due to 
the arrangements with customers about the liability of 
the banks to exchange deposits on demand. Deposits on 
Current Account in England and Demand Deposits in the 
United States are subject to transfer or cashing by cheque 
at sight. The Deposits on Deposit Account in England 
and Time Deposits in the United States are exchangeable 
nominally only after some notice has been given. For 
some purposes the two classes must be considered sepa- 
rately, and the distinction is discussed in some detail in 
Chapter X; but as customers can convert one class of 
deposits into the other without the banks taking any action 
-—bank action only affecting total deposits — it is permis- 
sible to take the total figures for this first approach to the 
problem of commercial bank operations . 1 

The item Government Deposits does not appear in the 
English table as the British Government’s balance is held 
by the Bank of England, which is excluded from the table. 

1 This chapter must accordingly not be considered as exhaustive, even 
in an elementary way. AH the conclusions are subject to modifications 
suggested in later chapters. 
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In comparing the assets sides of the two tables it is con- 
venient to think of the Cash in hand and at the Bank 
of England as equivalent to the American item Reserve 
with Federal Reserve Bank. Strictly the Reserve with the 
Federal Reserve Bank is paralleled by Cash at the Bank of 
England only, as the American banks have also to hold till- 
money (notes and coin) which is not included in the table. 
But the ‘cash ratio’ to which the American banker is bound 
by law to attend is the ratio of his deposit at the Federal 
Reserve Bank to his deposit liabilities to the public, while 
the cash ratio to which the English banks customarily 
attend is the ratio to deposits of their reserves at the Bank 
of England plus their till-money. As we shall see that 
these ‘cash ratios’ are of great significance, we can con- 
veniently take as comparable the English banks’ Cash in 
hand and at the Bank of England and the American banks’ 
Reserve with the Reserve Bank. Should we wish to com- 
pare the profitability of banking in the two countries we 
should, of course, have to remember that the American 
item does not exhaust the list of non-earning assets; it 
would be necessary to take account of till-money. 

The item Loans (total) in the American table may be 
considered comparable to the total of the English items 
Money at Call, Bills discounted, and Advances. 

In comparing the two tables it trill be noticed that in 
1937, and less so in 1946, the distribution of assets was 
quite different in the two countries. In England loans of 
various kinds formed a much larger proportion of the 
total than they do in America, whilst cash, for instance, 
was much lower. To some extent this difference is due 
to the quite extraordinary circumstances of American 
monetary affairs during the nineteen-thirties, and is by 
no means typical. But a comparison in any year would still 
reveal marked differences ; and the same would be true if 
we were comparing, say, Australian and Canadian figures. 
The distribution of banking assets varies greatly from 
country to country, according to the structure — or 
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absence— of the money-market, the wealth of the business 
classes, and the general commercial and industrial struc- 
ture of the country! ] Arguments given in terms of English 
banking methods can be applied to other systems only 
when appropriate modifications of the argument have been 
made. We shall return in Chapter IX to certain outstand- 
ing problems of the distribution of banking assets. 

In the English table, Cash Jn hand means Bank- of 
England notes and coin in the tills and vaults of the 
commercial banks. Cash .at the Bank of England-mc&m 
a book entry, a deposit in the Bank of England in favour 
of the bank. It should be noticed that the combined cash 
item therefore consists, apart from the unimportant part 
which is coin, of liabilities of the Bank of England. The 
cash reserve thus consists fundamentally of central bank 
I O U’s. In the American table the same fact is obvious. 
Money at call and at Short Notice means loans to certain! 
firms in the City, loans which are repayable cither on 
demand or at a week or two’s notice. The banks have in 
the past given deposits to these firms in exchange for their 
promises to repay at call or short notice. The firms will 
have paid away the greater part at least of the deposits to 
other people; if they are called upon to repay they must 
in some way or other obtain command of deposits which 
now stand in other people’s names. Bills disc ounted are 
virtually I O U’s (or post-dated cheques) which the banks 
have bought. The banks hold these pieces of paper, having 
given for them deposits. At the due date (i.c. at the 
maturity of the bills) the drawers of the bills are under 
obligation to provide bank deposits to the face value of the 
bills. -The bill of exchange is therefore a particular type 
o promise to pay, and the item Bills Discounted repre- 
sents loans to people who have drawn the bills. A large 
part of this total represents Treasury Bills. Since 1941 
there has been a closely related item, - Treasury Deposit 
Receipts, representing direct loans to ,the Government, 
repayable after six months, but rediscountable at any time 
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at the Bank of England. Advan ces a re the .better-known 
loans — frequently In England on the overdraft system — 
to industrialists, professional men, and so forth) The 
banks allow the business men to pay deposits to other 
people on the understanding that they will, at the end of 
three months or so, obtain deposits for repaying the bank 
if called upon to do so. Investments aredong-terrmsecuri- 
ties, especially British Government and other Empire 
government securities. When a bank buys a new govern- 
ment security it places at the disposal of the government 
a bank deposit. When it buys an old se curity through .the 
Stock Exchange it places a deposit at the disposal of the 
person who has sold the security. 1 

All thesje assets except cash bring some income to the 
bankT JTTiey arT'earmhg assets’ Accord in gl y~fh e com- 
mcricaPBank, aiming at maximizing its profits, has an 
incentive to add and add and add to its earning assets. 
But adding to earning — or indeed any — assets has the 
effect of increasing the aggregate of bank deposits — i.e. 
increasing the supply of money. I What factors check the 1 
banks in their increasing assets in? order to increase their, 
income? With one exception the factors can be sum- 
marized in the phrase the desire for liquidity j The most ' 
liquid asset is ‘cash’ and, in the English system, Money at 
Call and Short Notice and Bills Discounted arc almost as 
good, since they can always be shifted to the Bank of; 
England in exchange for deposits there (i.e. cash). The 

1 As this is sometimes a point of difficulty it may be as well to sum- 
marize the proceeding. Lloyds buys a bond through the Stock Exchange 
paying, say, £i,coo for it with a cheque on its balance at the Bank of 
England. Mr. A has sold the bond and directly or indirectly receives the 
cheque for £1,000, and pays it into his account at Barclays. Barclays 
Total Deposits go up by £i,coo, and when they present the Lloyds 
cheque to the Bank of England, through the Clearing House, Barclays 
ca* h goes up by £1,000, Lloyds going down by the same amount. Lloyds 
Investments have gone up by the amount their cash has gone down, their 
deposits arc unchanged, and Barclays arc up by £1,000. If Mr. A banks 
with Lloyds then there is no redistribution of cash; but Lloyds Invest- 
ments and Lloyds deposits both go up by £1,000. 
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other assets— Investments and Advances — arc regarded 
as less liquid, tlie Advances being the least liquid of all, 
because it is so difficult to shift mere promises to pay on 
to any other bank. An individual bank never wishes to 
drive a borrowing industrialist into the arms of one of its 
competitors, nor will the Bank of England relieve a com- 
mercial bank of such assets. 

The standards of liquidity that are in fact maintained 
in a more or less exact way by the English bank* have no 
legal sanction, nor are they based on a long tradition. But 
thev have acquired such a vogue that the* commercial 
banks can generally be expected to regulate their business 
along the determinate lines set by the customary liquidity 
standards. In general,' these standards are two: (i) the 
cash ratio should be about 9 per cent, of deposits ; and {2) 
the ‘liquid assets’ (cash, Money at Call and Short Notice, 
and Bills of Exchange) should be altogether about 30 per 
cent, of the total deposits. Of these two minima the 
former is the more rigid ; and it is perhaps more realistic 
to say that the hanks seek to maintain a 9 per cent, cash ratio 
presided that the total liquid assets are not far from 
30 per cent, of total deposits. If total liquid assets fall 
much below 30 per cent., then the cash ratio is allowed to 
rise somewhat above 9 per cent. If total liquid assets risc s 
much above 30 per cent., then the cash ratio may he allowed s 
to fall slightly below the customary 9 percent. The second ’ 
rule being a slightly indefinite modification of the first, we , 
may for a moment ignore the second, qualifying our nrgu- 4 
ment afterwards to allow for the influence of the second * 


' The following sentences refer to tlie pre-iojo position. The extra- 
ordinary circumstances of war-time finance, wuh the pmt infiat.on of 
deposns and the appearance of Treason Depout Recopts ai a larpe item 
b r e . ! ? d t0 n Rrc3t chan C e in the second, or 'liquid 
nnw t,’ , C T T , CSC 1,qUld ossc r* («netud.ns Treason Deposit Receipts) 
f nbout S° ^ C3nt - dsposits, hut conditions are still too fluid 
Sail?™ rt’V 0 t The cash ratio rule has re- 

S?, ' th is * I- 
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liquidity rule. We shall also for the time being ignore the 
non-liquidity consideration — the banks’ view of the exis- 
tence of any unacquired profitable banking assets — which 
may at times modify their action in regulating the volume 
of deposits. 

Given, then, an intention on the part of the commercial 
banks to maintain a stable pash ratio, howjs the volume of 
b ank deposits ^regulated? -As the banks, in their desire to 
add to their incomes, add to their earning assets, certain 
quantities besides the earning assets change. Total de- 
posits increase, while the absolute cash reserve remains 
unchanged: the cash ratio therefore falls as the volume of 
deposits rises T)This tendency is apt to be reinforced by 
the fact that as total deposits increase, prices and the total 
volume of transactions may sooner or later increase, 
causing an increase in the public’s demand for notes, &c., 
in circulation. The public draws notes out of the banks, 
who find their absolute cash reserves falling while the total 
volume of deposits has increased. \The cash ratio is thus 
subject to decline on two accounts — the increase in de4 
posits and the drain of cash into circulation. Given the? ! 
absolute size of the cash reserves in the hands of the 
commercial banks, there is a maximum appropriate total 
of deposits that leaves the banks with the conventional 
ratio of cash to deposits. If the ratio is 9 per cent, and 
the cash-reserves are £90 millions, the banks can maintain 
deposits at £1,000 millions. If, with cash reserves of 
£90 millions, the aggregate deposits are below £1,000 
millions, the banks can afford (and will be induced by the 
prospect of bigger incomes) to acquire more earning 
assets, raising the value of deposits from £900 millions 
to £1,000 millions. Suppose, on the other hand, that cash 
is £81 millions when deposits are £1,000 millions, the 
banks in pursuit of their liquidity standards will sell some 
earning assets. Though each bank individually is striving 
for more cash to support the deposit structure, the com- 
mercial banks taken together cannot add to their cash, and 
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This dependence of the central bank’s power over the 
commercial banks on the latte’rs’ maintenance of a stable 
cash ratio is absolutely fundamental. Were the banks pre- 
pared to vary their cash ratios indefinitely any form of con- 
trol of ordinary commercial banks by central banks would 
be impossible./ It is important, therefore, to examine the 
ways in whicn the commercial banks may be induced 
to alter their cash ratios. 

First it is necessary to refer to a peculiar system known , 
as ‘window-dressing’ which allows the English commercial ' 
banks to vary their true cash ratio without departing from 
the published cash ratio which is considered proper. The 
‘Monthly Statements’ of the Clearing Banks are made up 
in different ways for different banks. It is generally be- 
lieved by outsiders that the Monthly Statement published 
by the Midland Bank gives a true average of the daily 
balance-sheet, or at any rate something which very closely 
approaches this. But some at least of the other banks give 
an average of the position on each of the four Tuesdays, 
or four Wednesdays or four Thursdays, &c., of the month ; 
and by making the day for balance-sheet purposes, say, 
Tuesday and raising the cash ratio on Tuesdays above its 
level on other days, a bank can give' in its Monthly State- 
ment a misleading picture of its position. 

\f blow can an individual bank raise its cash ratio on one; 
tray in every week? By the customary arrangement for 
settling Clearing House balances by transferring ‘Cash at' 
the Bank of England’ from the name of one bank to that 
of another, an individual bank can raise its cash ratio by 
arranging its business in such a way that other banks are 
in debt to it at the Clearing House on that day)) It can / 
secure these balances due at the Clearing House fey shift- > 
ing assets on to the other banks. The assets are the claims 
which fall under the heading ‘Money at Call and Short 
Notice*. It has lent funds, repayable on demand or at 
very short notice, to firms operating in the money-market. 
They are called upon by Bank A to repay their loans on 
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Tuesday mornings. Somehow or other they must secure 
bank deposits with which to pay off Bank A. They do it 
by borrowing from Banks B, C, and D. Banks B, C, and D 
allow their Money at Call to rise while that of A falls. The 
use by the borrowers of the newly borrowed claims against 
Banks B, C, and D to pay off the claims of Bank A means 
that Banks B, C, and D will find that the Clearing House 
transactions show balances against them, while Bank A 
finds itself with a 'favourable’ Clearing House balance. 
Banks B, C, and D therefore have to draw cheques in 
favour of Bank A on their balances with the Bank of 
England. The ‘cash reserves’ of Banks B, C, and D have 
gone down as their Money at Call has gone up, and in 
Bank A the cash reserve has gone up while Money at Call 
has gone down. Bank A has in fact swapped with the other 
banks an asset Money at Call for an asset Cash at the Bank 
of England. Nothing has happened to change the dis- 
tribution of deposit liabilities to the public. The ratio of 
cash to deposits — the ‘cash ratio’ — -will have fallen in 
Banks B, C, and D and risen in Bank A. 

To understand why Banks B, C, and D should be will- 
ing in this way to take over some of Bank A’s assets, 
allowing their cash ratio to fall, it is necessary' to go on to 
examine the events of the following day. Just as Tuesday 
is Bank A’s ‘making-up day’ (the day for drawing up the 
weekly balance-sheet, the published Monthly Statement 
being an average of the four or five \\ eekly balance-sheets), 
so Wednesday’ is Bank B’s making-up day; On Wednesday’ 
Banks C and D remain in the same position as on Tuesday ; 
but Bank B will be calling in short loans, and the discount 
houses will be enabled to pay them off by the willingness 
o Bank A to relend all that it had called in the day before. 
On W ednesday morning there is in fact a transfer from 
ii to A of claims against the borrowing discount houses — 
Money at Call and Short Notice’—and a transfer from 
A to B of cash at the Bank of England. The transfer of 
cash is effected when, as a result of the discount houses 
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paying into Bank B cheques on Bank A, Bank B has a 
favourable, and Bank A an adverse, balance at the Clearing 
House. 

In the same way Thursday may be Bank C’s making- 
up day, and the cash passes on to Bank C while Bank B’s 
Money at Call, &c., rises again to its usual figure. And 
so on. The same cash in fact does duty in the weekly 
balance-sheets of all four banks, their making-up on 
different days enabling them to pass it round one to 
another. 

The Macmillan Committee’s description of the practice 
of window-dressing- may serve as a summary of the pre- 
ceding paragraphs^ ‘The monthly figures published by 
the clearing banks are not true daily averages but are 
averages of one selected day in each week of the month. 
It seems that, in order to present a better appearance, | 
most of the banks concerned are at pains to manipulate 
their balances with the Bank of England on the selected 
day of the week so that they stand at a higher figure than 
usual. Moreover, each of the four biggest institutions 
pursuing these practices selects a different day of the w r eek 
for the purpose, calling in loans from the money-market 
on its own selected day, but returning them next morning 
in time for the next big bank to call them for its making-up 
day. Thus a certain part of the published reserves of the 
clearing banks in the shape of deposits with the Bank of 
England is like a stage army, the same liquid resources 
doing duty four times over in the course of each week./ 1 

The „cash . ratio shown by the Monthly Statements is 
therefore a fictitious rat i o'." A Ve"r e' tliekaniduh f oT wi n do w- 
dressing constant Its ‘existence w'ould be of little signi- 
ficance and we should not have devoted so much attention 
to it. But a comparison of certain figures published in the 
Bank of England’s Statistical Summary with the Monthly 

* Report of the Committee on Finance and Industry (Cmd. 3897 of 1931), 
p. J 56. The window-dressing for the half-yearly balance-sheets is not 
of itith importance. 
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Statements of the clearing banks has shown that the 
amount of window-dressing is subject to significant 
changes. 1 During the period 1925-35 the banks appar- 
ently increased the amount of window-dressing when their 
cash ratios were falling and reduced the amount of window- 
dressing when their cash ratios were rising. The practice 
of window-dressing was thus used to conceal the extent 
of the variations in the true cash ratio. The published 
cash ratio varied from about 10 per cent, to just under 
12 per cent., but the true cash ratio varied by an appre- 
ciably wider margin. The banks did not on the whole 
vary the cash ratio in this concealed way in order to vary 
appreciably the amount of earning assets and deposit 
liabilities. Rather they allowed these largely concealed 
variations in true cash ratio to occur when the supply 
of cash varied. This practice of window-dressing to a 
varying extent might be a source of difficulty’ to the central 
bank if, when it deliberately' reduced or increased the cask 
basis, the only response of the commercial banks was a 
change in the amount, of window-dressing. Experience 
uring the nineteen-thirties suggested, however, that the 
commercial banks would respond eventually by reducing 
deposits,' the variation in window-dressing being re- 
sponsible only for a time-lag between the action of the 
central bank and the change in the lending policies of the 
commercial banks. 2 . 

We pass now to the working of the second liquidity' rule 

St.' Jotaftoitt^ora Cb V cd t0 the Y ork of Mr - R - M - Goodwin, oi 
B.Litt. degree include? " hosc unpublished thesis submitted for die 
It has bZ rcvrl JldZ 0 I mtc f« in 8 Elyses of these statistics, 
illusory features of the weekh™n? i /tj * 16 conc,uslons arc partly due to 

persistendy misrepresent thedtuationTfTa th . at thcs . e latter shouId 
bank policy of publishing illmr,™ f^nost incredible. A central 

completely unjustifiable. ^ S StIC3 " lthout an >’ comment appears 

f CU ! Si0n ° fthe effects of window- 
have increased the degree of window which Practise it 

1946 as compared with pre-1939. 5 substan tml!y m J 945 and 
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of the English commercial banks. We have seen how an 
individual bank can easily add to its cash reserves by 
transferring earning assets to other banks, and how the 
Money at Call and at Short Notice and the Bills Dis- 
counted arc generally regarded as those most easily shift- 
able — apd therefore as the most ‘liquid’ of the earning 
assets. 1 (The second liquidity rule is that the liquid earnT’ 
ing assets, together with the cash, should normally equal 
about 30 per cent, of deposits, a marked rise above 30 per 
cent, being held to justify some shortage of cash below 
g per cent., and a marked fall below 30 per cent, being 
held to necessitate a rise in the cash ratio above 9 per cent) 1 
The commercial banks are not able to choose the amount 
of cash they hold, so that the subjection of their total 
assets and therefore their total deposits to a cash ratio 
rule is easy to understand. But earning assets, it might 
be supposed, being under the direct control of the com- 
mercial banks themselves, the 21 per cent, of liquid assets 
could be obtained to suit whatever total resources the 
.banks thought appropriate to their given cash reserves.' 
f The significance of the second liquidity rule, its influence 
\>ver the total volume of deposits, depends on the varying; 
availability of the earning liquid assets — Money at Call* 
and Bills Discounted. ; ^For good reasons banks are un- 
willing to alter appreciably their canons of security, and 
a great change in the supply of bills of exchange relatively > 
to bank cash and to the supply of other attractive earning 
assets may upset the banks’ distribution of assets^ Sup- 
pose the supply of bills to be very restricted. Then there , 
will be little outlet for Money at Call and Short Notice 
(since such funds arc lent largely on the security of bills) 
and the banks will have difficulty in maintaining the item 
Bills Discounted. The earning liquid assets may then fall 

1 Merit of the Investments, helm; readily snleable through the Stock 
Exchange, are liquid in this sense of being readily transferable ; but, unlike 
tiie two assets mentioned above, long-term securities may be transferable 
only at appreciable capita! la u — which banks cannot afford to incur. On 
the meaning of liquidity sec further remarks in Chapter IX. 
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markedly below 21 per cent., and the banks, in accordance 
with their second liquidity rule, will prefer to allow the 
cash ratio to rbe rather than expand the ‘non-liquid’ 
earning assets any more. A fairly clear instance of this 
occurred in 1933—4* when a shortage of bills was accom- 
panied by a rise in the cash ratio, so that the volume of 
deposits declined despite the maintenance of bank cash.' 

The opposite might occur if the supply of bills were 
unusually great relatively to bank cash and the availability 
of other attractive outlets for bank funds. In this case 
banks would take up an unusual amount of bills and lend 
more Money at Call and Short Notice to dealers holding 
bills on their own account. They would be prepared to 
do this even to the extent of creating deposits out of the 
usual proportion to their cash reserves, the cash ratio 
being allowed to run down while total liquid assets rose 
above the normal 30 per cent. 

The only other consideration likely to influence the 
relation between the cash basis and the total volume of 
deposits, in the English system, is the availability of 
attractive earning assets generally.' If, for example, the 
supply of bills and the demand for bank Advances are both 
limited by the state of trade or by other factors not subject 
to any direct control by the banks, and the banks are un- 
willing to lower their canons of security, an expansion in 
the cash basis can only be reflected in the volume of 
deposits if the banks arc prepared to expand their Invest- 
ments. Under any but the most extraordinary circum- 
stances they are not likely to hesitate about adding small 
amounts to their Investments. But if the cash expansion 

This liquidity rule is likely to influence the volume of deposits less 
sharply where the banks do not compete so imperfectly with each other 
as t ic\ o in England. ^The influence of semi-monopolistic banks o\cr 
rates in a money-market, in which each of them is so important, leads to 
a relatively sharp decline in their holdings of liquid earning assets when 
the supply available is unusually restricted. Had the banks in 1934 been 
more careless of their influence on money-market rates, they could hate 
secured somewhat more of liquid earning assets than they did. 
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is large and the banks fear that the prices of gilt-edged 
securities may fall before long, they will, being profit- 
seeking institutions, be unwilling to' enlarge their stake in 
a risky market. It will pay them to hold an unnecessary 
amount of the non-earning asset cash rather than acquire 
‘earning’ assets the yield of which may well be lost two 
or three times over by a fall in the capital value of the 
securities bought. On the other hand, if those very profit- 
able assets ‘Advances’ can be extended greatly, thanks to 
expanding trade, the banks may in the interests of profits 
be prepared to expand their earning assets while cash has 
not expanded at all — thus lowering the cash ratio. This 
course is especially likely to be followed if the banks can, 
by window-dressing, conceal part or all of the fall in their 
cash ratios. There is some evidence for the view that this 
was occurring in England between 1925 and 1929. 1 Varia- 
tions in the availability of attractive earning assets have 
certainly been responsible for great changes in the cash 
ratios of American commercial banks in recent years. 2 

In America attention has been given to this possible 
check to commercial bank credit expansion from another 
aspect. In taking up more earning assets a bank is in- 
creasing the risks borne by its depositors, risks against 
which the share capital of the bank provides a cushion 
protecting depositors. A cautious bank may therefore 
pay some regard to the proportion its total earning assets 
(and therefore indirectly its liabilities) bear to its capital. 
It will be the more regardful of this point the more 
sceptical it is of the future value of assets available to it. 
Expansion of cash will not necessarily lead to tenfold 
expansion of earning assets if the proportion of deposits 
to capital is already high. But banking literature of the 
last hundred years suggests that bankers’ ideas on this 
matter are apt to be very elastic, and this check to credit 
expansion is probably generally of slight account. But in 

* The evidence is gh en in the thesis of Mr. Goodwin mentioned above, 

s Further discussion appears in Cliaptcr IX. 
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America in the nineteen-thirties it was given point by the 
attitude of the Federal Deposit Insurance Corporation, 
which stated in its report for 1936 that it had adopted the 
principle ‘in admitting banks to insurance and in rebuild- 
ing capital structures of banks, that no bank should be 
operated without a net sound capital equal to at least xo 
per cent, of its deposits’/ 

In the United States and in many other countries the 
cash ratio is subject to legal regulation, in that the com- 
mercial banks (or most of them) are obliged to maintain 
with the central bank deposits bearing a prescribed pro- 
portion to their own deposit liabilities to the public. As 
in such countries the law directs attention to the cash at 
the central bank only the commercial banks are likely, in 
general, to be influenced by these cash reserves only and 
not, as in English conditions, by their total cash reserves. 
Their deposits are likely to be dependent on their cash at 
the central bank in the same way as the English bank 
deposits are dependent on the banks’ total cash reserves, 
both being subject to the qualifications of the preceding 
paragraphs. 

In the United States the legal cash ratios are rather 
complicated. The present position is that all member 
banks must hold with the Federal Reserve Banks reserves 
equal to 5 per cent, of their Time Deposit liabilities to 
the public, and 12, 17I-, or 20 per cent, of their Demand 
Deposit liabilities to the public. The 20 per cent, ratio 
for the latter class of Deposits applies to banks in New 
\ork City and Chicago, the xyh per cent, ratio to banks in 
certain other so-called reserve cities, and the 12 per cent, 
to all other banks. This classification of cities was histori- 
cally based on the structure of the correspondent bank 
system. The contrast in ratios to be held against Demand 

eposits and against Time Deposits respectively has been 
repeated m some but not all of the other countries which 

1 This paragraph is based on a passage in L. D. Edie, Easy Money, 
pp. 95-100. ' 
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have followed the American system of imposing legal 
restriction. In England no such contrast is recognized, 
the customary 9 per cent, applying as a flat ratio to all 
deposits. The distinction for reserve purposes between 
Demand and Time Deposits exists because these rules 
were originally applied in order to protect the public 
against banking illiquidity'. It is obviously desirable, if 
the ratios are to be governed by possible public demands, 
to hold a higher cash reserve against deposits payable on 
demand than against those payable only after a month’s 
notice. But the tendency nowadays is to regulate cash 
rati os ndr iirthuTn tcrcst57 ) f~b7ihking ~liqTIiditFbirnh'The 
interests of central bank control over aggregate bank 
deposits, „'Eor this'purpo's'e'a simple flat ratio'is probably 
advantageous and, as we shall see below, a contrast be- 
tween the Time and Demand Deposits’ ratios may be 
actually a source of difficulty for the central bank. 

Subject, then, to the secondary considerations of the 
distribution of assets, &c., the commercial banks, in 
striving after the maximum profit consistent with safety 
and observance of law and custom, may be expected to 
regulate their operations mainly by the size of their cash 
reserves. The size of those cash reserves we shall find to 
be under the control of the central bank, and to the field 
of central banking we must proceed after a chapter on the 
Discount Market. Later we shall revert, in Chapters IX 
and X, to some further problems of commercial banking. 

NOTE 

Since thin edition was prepared, the London Clearing Banks have 
agreed with the Bank of England that they will aim at a true average 
cash ratio of 8 per cent, and the balance sheets published during 1947 
have shown close approximation to this figure. The amount of ‘cash* 
to be provided by the Bank of England is therefore now (a) S per cent, 
of the desired level of commercial bank deposits plus (b) the related 
amount of cash required in circulation. The ridiculous practice of 
window-dressing has gone, it must be hoped, for ever. The analysis in 
pp. 37-40 is accordingly now of historical interest only. For other 
mt'orrs, the discussion, in pp. 40-e, of 'the second liquidity rule' has 
also lost its force since the recent v,nr. 



CHAPTER III 

THE DISCOUNT MARKET 
I. The Bill of Exchange 

A cheque of the ordinary kind is technically a Bill of 
Exchange payable at sight ; but the layman can most readily 
grasp the nature of the Bill of Exchange if he considers it 
as a post-dated cheque. If I incur a debt to John Brown 
but am unable to pay on the spot, he may be willing to ac- 
cept a post-dated cheque. This is in effect what happens 
when a creditor, accepting a cheque, promises not to 
present it at the bank for a few days. Then John Brown 
has a claim against my bank on my account and receives 
payment on the due date. If he should want the money 
earlier he must find someone who will take the cheque 
(after he has himself endorsed it) to hold until the due date, 
and the man who provides the money may deduct a small 
amount to compensate him for waiting till the due date. 

When our post-dated cheque is called a Bill of Exchange 
the due date is called ‘maturity’. The process of handing 
round the endorsed bill in exchange for ready money , 
before maturity is called ‘discounting the bill of exchange’.^ 
The margin between the ready money paid and the face 
value of the bill (which is the amount payable by the 
debtor at maturity) is called the ‘discount’, and is calcu- 
lated at a rate per cent, per annum on the maturity value. 

Suppose that Thomas Debtor buys goods from John 
Creditor. Creditor wants his money now, but Debtor 
wants to postpone payment until he has resold the goods. 
They may agree to settle the transaction by Creditor 
drawing a three months’ bill’ on Debtor. 1 The form wall 
be something of this kind: 


To Thomas Debtor, London, 27th July 1937- 

, Three months afterdate please pay to John Creditor or Order, thesum 
of One Thousand Pounds for Value received. 

Signed: John Creditor, 
ctua y ills in the London market vary in currency from one to six 
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Then Creditor is the Drawer of the bill and Debtor is 
the Drawee of the bill. Creditor sends the bill to Debtor 
who acknowledges his responsibility for payment of the 
thousand pounds at maturity by writing on the bill his 
‘Acceptance’. When the bill has been ‘accepted’ Debtor 
has for the time being closed the transaction. He simply 
has to be ready to pay a thousand pounds to any one who 
happens to own' the bill three months hence. 

As Creditor prefers immediate cash to a thousand 
pounds in three months’ time, he takes the accepted bill 
to someone who has money to lend on such security. But 
Creditor does not borrow on security of the bill. He sells 
the bill- — parts with all his interest in it — outright. 
Creditor has to endorse the bill to show that he has parted 
with his claim. His endorsement incidentally renders him 
liable to meet the bill at maturity should Debtor fail to do 
so. When Creditor sells the bill the financier who takes 
it from him pays not £1,000 but, say, £990. The £ 10 
difference represents the interest on £990 for the three 
months which must elapse before maturity — the rate of 
discount would then be quoted as 4 per cent. 1 The 
financier has in fact exchanged £990 now for ,£1,000 (due 
from Debtor) three months hence, the £10 is his price for 
doing so, and the bill is legal evidence of his claim to the 
£1,000. 

The bill is a convenient instrument because, like a share 
in a company or a government bond, it can change owner- 
ship conveniently during its currency. If the financier who 
took the bill from Creditor decided, after, say, a month, 
that he needed cash he could raise cash by rediscounting 
the bill. The bill would now represent a claim to £1,000 
two months hence, and the spot cash price for it'would (if 

month 1 ;*, but throughout the following pages the three months’ bill has 
been taken as typical: the vast majority of London bids are three months’ 
hills. 

1 The arithmetician will notice here the difference between ‘true dis- 
count* and 'commercial discount' — the rate of the latter being calculated 
on the sum payable nt maturity. 
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the relevant interest rate is again 4 per cent ) have risen to 
f q 03 6r M. He would have to endorse the bill and would 
be responsible for meeting it at maturity should the other 
names on it fail. But, supposing all goes well, the trans- 
action has closed as far as he is concerned and he has 
secured interest at 4 per cent, per annum for one month’s 
loan of £990. 

II. The Structure of the Discount Market 1 
The trade bill described above is a device for securing 
in a convenient form, and with clearly understood legal 
safeguards, the financing of a transaction in goods which 
takes some time to complete. The importation of cotton 
and wheat into England are important transactions of this 
kind and they are financed largely by the discounting of 
bills. Neither exporter nor importer has to go without 
his money while the goods are in transit, the money for 
the exporter being in fact provided by the discount market , 
until the importer has had time to resell the goods. If, as 
will generally be the case, neither the exporter nor the 
importer is a man whose name is recognized in the dis- 
count market as a credit-worthy name it may be difficult 
to secure money for the bill unless some firm of repute can 
be induced to guarantee the bill. It is worth paying some 
commission to secure a good name on the bill as the ease 
of discounting is much increased, and the appropriate rate 
of discount is lower. ’The specialist firms called tire 
Accepting Houses make it their business to provide these 
guarantees for a commission. They maintain agencies in 
important trading centres abroad and make it their busi- 
ness to know the credit standing of various traders. 
Having ascertained that an American importer is credit- 
worthy the Accepting House is wiling to open an Accep- 
tance Credit for him. The size of the acceptance credit will 

For a detailed description of the London Discount Market see 
Truptil, British Banks and the Money Market, There is an excellent 
History of the London Discount Market by W. T. C. King. 



THE STRUCTURE OF THE DISCOUNT MARKET 49 
depend on the size of the importer’s transactions and the 
Accepting House’s estimate of his ultimate resources. 
Suppose the credit to amount to £ 20,000 . Then the 
American importer buys goods in England from an 
English merchant, the latter agreeing to take as payment 
a three months’ bill for £15,000. The price of the goods 
may be called £15,000, but it is understood that three 
months’ credit is given. Then the English merchant is 
advised by the American that the latter has a credit with 
such and such an Accepting House. The English 
merchant then draws a bill, not on the American importer 
but on the Accepting House. The Accepting House has 
made itself liable to meet bills on the American’s account 
up to the £20,000 limit. The bill is then sent to the 
Accepting House in London, which acknowledges its 
obligation by ‘accepting’ it. The bill can then be dis- 
counted readily by the English merchant (or his agent). 
It has a first-class British name on it and will be dis- 
counted at one of the lowest rates in the market. The 
Accepting House has its own arrangements with the 
American importer, whereby the latter promises to meet 
the debts which he incurs. The bill itself is payable on 
maturity by the Accepting House. For the use of its name 
in this way the Accepting House charges a commission, 
and its receipts from commissions enable it to maintain 
in various commercial centres the credit intelligence 
service which is essential to the avoidance of bad debts. 
' The Accepting House must be recognized in London as 
having ample resources of its own for meeting all the 
obligations it incurs — otherwise its name on a bill would 
have no value and there would be no advantage in drawing 
.bills on the Accepting House. 

Sometimes the arrangement between the debtor who 
has to pay ultimately and the Accepting House is made 
indirectly through the debtor’s bank. If the debtor is, 
say, an Argentine importer, he can induce Ills own bank 
in the Argentine to secure an acceptance credit for him in 
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London, enabling him to tell his creditor to draw the 
bill on a great London Accepting House. The Argentine 
bank makes itself responsible for the debt to the Accept- 
ing House and makes its own arrangement with the final 
debtor, the Argentine importer. An acceptance credit of 
this type is called a ‘Reimbursement Credit*. The Accept- 
ing Houses and banks grant these reimbursement credits 
at particularly low rates (frequently l per cent.) as all they 
have to do is to satisfy themselves about the soundness of 
the Argentine bank — a very much simpler matter than look- 
ing into the credit-worthiness of an individual Argentine 
importer. The Argentine bank will itself naturally make 
some charge to the Argentine importer ; but the division of 
labour in seeking credit information, between the London 
Accepting House and the Argentine bank, may well lead 
to some reduction in the total cost. 

The great London Accepting Houses are able to com- 
bine these functions with a number of other financial 
transactions of one kind and another — the raising in 
London of long-term loans for foreign governments, for 
example. Frequently they are referred to as the ‘Merchant 
Bankers’. Some of their names are among the best-known 
financial names in the whole world — Barings, Rothschilds, 
Kleinworts, Erlangers, Lazards, &c. The great joint- 
stock banks also have an extensive Acceptance business, 
which can be worked in easily with their ordinary banking 
business in the great commercial centres. 

Once it has been accepted the bill is ready for discount- 
ing in the London discount market. The discount market 
consists of a number of firms which can be divided into 
three classes the great discount companies (three joint- 
stock companies), the bill-brokers, and the running- 
brokers. The last, the ‘running-brokers’, are pure agents 
doing no. discounting on their own account. They act for 
commission, bringing together buyers and sellers of bills 
and borrowers and lenders of money. The actual dis- 
counting of the bill will be done by a discount house — 
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cither a discount company or a bill-broker. These two 
types of firm do not differ fundamentally in their business. 
Both borrow money from the banks and other institutions 
with money to lend on short-term and use that money to 
buy and hold bills of exchange. They differ in that the 
discount companies obtain some of their funds by accept- 
ing, on ordinary bank deposit lines, funds from the public. 
They pay on these deposits a rate of interest slightly higher 
than that offered by the London banks, but they do not 
offer the same facilities and they compete in fact only for 
large deposits. The bill-brokers depend entirely on what 
they can borrow from various banks. Discount com- 
panics and bill-brokers are alike in using some capital of 
their own, but the discount companies have bigger 
capital relatively to their total transactions. Discount com- 
panies and bill-brokers alike were inclined during the lean 
nineteen-thirties to venture outside the business of dis- 
counting bills in order to add to their meagre profits. 

The money which the creditor wants in exchange for 
his bill is thus provided by a discount house which has, 
on the whole, found it by borrowing from a bank. The 
bank has put a bank deposit (a claim against itself) at the 
disposal of the bill-broker, and the bill-broker puts it at 
the disposal of the firm which has brought tire bill along. 
These loans from the banks to the discount market arc the 
most important part 1 of the Money at Call and at Short 
Notice which appears in the banks’ balance-sheets. We 
can now sec how the bill-brokers and discount companies 
manage to live. They borrow from the banks at call and 
short notice at very' low rates of interest in order to dis- 
count bills at rates which are in general rather higher. 
When a bill-broker takes up a three months’ bill he does 
not secure the necessary money by borrowing for a term 
of three months. He finances Jiis holding of the hill by 

* There arc sometimes included substantia! foam to customers for 
Ftrwdr Eschmjre purposes; hut our knowledge of the hanks’ classification 
of assrrs J-. still limited, 
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borrowing from day to day, from week to week, and from 
fortnight to fortnight. The trouble of getting loans re- 
newed, the risks of not having them renewed, and so forth, 
are compensated by the low rate of interest at which the 
banks will make these short loans. After a bill-broker has 
taken up a three months’ bill at, say, 3 per cent., relying on 
securing his short loans from the banks at 2-2-J per cent., 
the cash reserve position of the banks may change, forcing 
the banks to curtail their short loans, rates on which may 
rise sharply — perhaps to 4, 5, or 6 per cent. If this goes 
on for long the bill-broker, far from having made a profit, 
will have incurred a loss as a result of having discounted 
that particular bill. He must, therefore, when discount- 
ing a bill make up his mind about the prospects of call 
and short money rates throughout the currency of the bill. 
The market rate of discount to-day for three months’ 
bills will be dependent not only on call and short money 
rates to-day but also on their prospective levels through- 
out the next three months. 

What will happen if all the banks are calling in loans 
from the discount market? How will the discount market 
be able, at any rate of interest, however high, to secure 
the funds for paying off the banks? Some bills will . 
be. maturing each day, and the bill market could con- . 
ceivably raise some money by not taking up fresh bills as , 
the old bills mature. 1 But this may not be sufficient to , 
provide the requisite amounts. Then what happens is 
that the bill market goes to the Bank of England which " 
traditionally will always help the bill market,' at a price. ' 
Ckhcr , rc ^’ scoun t kids for the market, taking the 
. 1 s ° utr i§ht in exchange for credits in its own books, or 
xt will make temporary advances (for a week or a fort- 
night), the bills being merely left with the Bank of England 
as security. But the rate at which the bills will be redis- 


It t^as in this v, ay that the bill market sometimes used to make the 
ban^See^rp.^S? n°. St ° f ^ half ~ ycarly ™ndow-drcssing by the 
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counted at the Bank of England will be the official Bank 
Rate, which is generally rather higher than market rate, 
and the Advances Rate is l per cent, higher still . 1 Going 
to the Bank of England for funds, although an absolutely 
reliable resource for the discount houses and bill-brokers, 
is therefore an expensive business; and going to the Bank 
or the fear of going to the Bank will accordingly make the 
market rates rise. Thus although the discount market 
finances itself by very short loans it can always rely on 
securing adequate funds somewhere or other. 

This use of the Bank of England as a last resource is 
limited in a way that has important effects on the rates 
at which various classes of bills can be discounted on the 
market. Historically in order to guard itself against bad 
debts the Bank of England has certain rules restricting 
the classes of bills of exchange which it will rediscount or 
which it will accept as security for advances to the dis- 
count market. Among ordinary bills of exchange such as 
have been described above the Bank will only countenance 
bills bearing at least two good British signatures, one of 
which must be that of a British bank (in which case the 
bill is called a ‘Bank Bill’) or that of a leading merchant 
house (in which case the bill is called a ‘fine trade bill'). 
The fact that a discount house can go to the Bank of 
England in the last resort only with bills of exchange 
which fall into these two classes 2 makes the discount 
market prefer these two classes. This preference is shown 
in the lower rate of discount at which these bills can 
be discounted. As a bill accepted by a great Accepting 
House or British bank would ordinarily fall automatically 
in these classes of ‘eligible bills’ (bills eligible for redis- 
count at the Bank of England) the value of the Accepting 
House’s signature is patent. 

’ This funeuoninfj of the centra! bank ns Mender of last report’ is further 
discussed in Chapter V. 

* It can also, of course, take Treasury' Bill's, a discussion of which is to 
be found in the next section of this chapter. 
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Quite apart from the possible taking of some of their 
bills to the Bank of England discount houses do not 
ordinarily hold all their bills to maturity.. The joint-stock 
banks generally hold large amounts of bills and these are 
frequently obtained through the discount market. The 
banks like, for the sake of liquidity, to have their bills 
arranged in order of maturity, a certain proportion falling 
due each week. They do not particularly want the trouble 
of acquiring a lot of small bills, but prefer buying large 
‘parcels’ of bills from the market, the parcels being of 
amounts and maturities which the banks happen to want 
at the moment. A bill-broker having a parcel of the 
amount and maturity which a bank is wanting will not 
borrow from the bank (leaving the parcel as security) but 
will take the bills to the bank for rediscount. The bill- 
broker parts with the bills for ever and takes ‘money 
down’ in exchange. He has sold the bills to the bank. 
The bill-broker having endorsed the bills remains in law 
liable to meet the bills at maturity should the acceptors, 
the drawers, and any previous holders default. Otherwise 
his interest in the bill ceases. The rate of discount at 
which the bank takes the parcel will, ceteris paribus , be 
less than the average rate at which the bill-broker dis- 
counted the various bills in the parcel. The margin be- 
tween the two rates may be regarded as a commission paid 
by the bank to the bill-broker for having collected just the 
classes and maturities of bills which the bank was wanting 
to balance its portfolio, and in some slight degree for the 
bill-broker’s name having been added to the list of people 
from whom the maturity value of the bill can, if necessary, 
be claimed. From these margins between the rates at 
which they discount bills originally and the rates at which 
they hand, them over to the banks the bill-brokers derive 
an appreciable part of their income. But when we are 
discussing the present position and future prospects of 
the. discount market we must remember that this source 
of income has depended on the bills coming into the 
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market being infinitely varied in credit-standing, in 
maturity, and in maturity value. 

It should be added that an English joint-stock bank 
never parts with a trade bill which it has once taken. 1 
Once a bill of exchange finds its way into a joint-stock 
bank it rests there until maturity. Unless the custom 
existed the banks might not be so willing to leave to the 
bill-brokers the sifting out of attractive maturities. The 
banks also customarily much prefer to hold bills with not 
ipore than about two months to run to maturity. An 
important function of the discount houses has therefore 
been to hold bills for the first month or so of their cur- 
rency, selling them to the great joint-stock banks as, with 
lapse of time, they become shorter-dated paper. There 
being a more lively demand for shorter-dated paper, 
discount rates are normally lower for, say, two months’ 
bills than for three months’ bills. This difference of rates 
allows the discount houses to earn on the paper they hold 
rates which are above those prevailing for three months’ 
bills. To give an extreme case, 2 suppose the three months’ 
rate is 5 per cent, and the two months’ rate is 3 per cent. 
The discount house pays at the outset £987. ior. for a 
three months’ bill (£12. 10s. — 1 £ per cent, on £1,000 — 
5 per cent, per annum). At the end of a month it resells 
the bill to a bank at 3 per cent. — i.e. at £995 (3 percent, 
per annum -- l per cent, for the two months ; k per cent, 
of £i,oco = £5). Then the discount house has earned 
£7. 10s. on a loan of £987. 10s. for one month, which is at 
a rate of about 9 per cent, per annum — which would 
probably leave it a good margin over the rate at which it 
took short loans from the hanks. This profit will be in- 
creased if rates have moved downwards during the first 

* This nrmly established custom used to apply equally to Treasury 
Bills but since 1038 there are believed to have been occasional special 
sales of Treasury Bills by joint-stock banks. 

- These fjpures are extremely simplified in order to ease the reader’s 
arithmetic. It should perhaps be emphasized that the discount bouses 
actually mate their living cut of very narrotv margins. 
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month, and decreased if rates have moved upwards. The 
discount houses thus make their incomes by borrowing 
very short money to hold bills yielding somewhat higher 
rates, by sorting and guaranteeing bills to meet the banks 
detailed requirements, and by holding bills during their 
least liquid period (the first month or so). These profits 
are temporarily increased by falling rates and temporarily 
decreased by rising rates. We shall have occasion to recall 
these sources of discount houses’ income when we are 
discussing the future of the discount market. 

III. The Treasury Bill and. the Present Position 
of the Discount Market 

The commercial bill we have been discussing so far is a 
device for raising money on goods during their transit 
from one place to another. Such a device could hardly be 
well established without people realizing that a bill might 
be used for the borrowing of money without any goods 
being in transit at all. Such bills are called ‘finance bills’, 
and they vary in quality from the perfectly good finance 
bills that used to play an important part in the mechanism 
of the foreign exchange market to the semi-fraudulent 
paper put out by any hard-pressed debtor. The ease with 
which the finance bill can be exploited by needy borrowers 
has led to the leading houses avoiding such paper, and the 
change in the mechanism of the foreign exchange market 
has reduced the need for good finance paper, so -that 
ordinary finance bills are not common nowadays. \But 
something very similar to the finance bill put out by a 
needy borrower is not merely common — it is the main 
prop of the discount market. This is the Treasury Bill. 
The Treasury Bill is a mere promissory note of the British 
Government. In exchange for deposits at the Bank of 
England the British Government gives a written promise 
to pay three months later a sum of f$,ooo or 10,000. 
The. form of the Treasury Bill leaves a space for the 
creditor’s name; but the sum is payable to ‘Bearer’ if no 
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name has been entered, and most of the bills the market 
handles arc generally left as Bearer Bills. This would be 
unthinkable with ordinary commercial bills where the 
addition of each signature adds to the security. But the 
Treasury Bill is a promise of the British Government, and 
no discount house or bank signature can add to that 
security. The unquestionable security makes it possible 
for them to pass round the market as Bearer Bills without 
any one hesitating to take them up if he has money to 
lend. The advantage to the Government of this form of 
borrowing is that it is, on the average, cheaper than long- 
term borrowing. The creditor can lend his money for only 
three months and know exactly what sum he will then 
have available. For such highly ‘liquid’ security the lender 
will lend at rates generally appreciably lower than those 
he expects when he ties his money up for years (subject, 
of course, to the possibility of selling on the Stock Ex- 
change, perhaps at a big capital loss). As we shall see in 
Chapter V, the existence in the market of large amounts of 
Treasury Bills facilitates control by the central bank, for 
the Treasury Bill is an ideal security for the central bank 
to buy and sell. And the market itself is pleased enough 
to have Treasury Bills, especially when, as has been the 
case since 1929, the supply of commercial paper 1 has been 
sp scanty. 

/ The Treasury Bills are issued partly by ‘tender’, partly 
‘through the tap’. The tap issue is to government depart- 
ments which have funds in hand. These departments 
include, besides the ordinary departments of State, the 
Government savings banks, the Unemployment Insurance 
Fund and die other great insurance funds, and the Bank 
of England. The rate of discount at which dtey are issued 
through the tap is unknown and is irrelevant to the dis- 


* 'Conittscrd.il paper’ is here used in the London sense of any bill 
having it< origin in a commercial transaction — in contrast to ‘government 
paper*. In New York and therefore in Section IV of this chapter the 
term ‘commercial paper’ has another connotation. 
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count market, being purely a matter of government in- 
ternal accountancy. The tender issue is offered to the 
discount houses, the banks, and anyone else who likes to 
apply through either of those channels. The Government 
invites these firms to offer a price, to be paid on some day 
in the following week, for every £100 which the Govern- 
ment will pay to them at the Bank of England exactly 
three months later. If a bill-broker is willing to take 
Treasury Bills at, say, 3 per cent, per annum, he tenders on 
Friday for the amount he is willing to take (say, £100,000) 
at a price £99. 5 s. per cent., specifying that he will take 
up the bills on, say, Tuesday. On Tuesday he must pay 
into the Government account at the Bank of England 
£99,250. Exactly three months after that Tuesday the 
Government will pay him £100,000 against surrender of 
his Treasury Bills. 

The tender issue is made every week, the amount 
offered being normally 1 from £30 millions to £50 millions, 
according to the Treasury’s week-to-week requirements. 
Each week there is an amount maturing depending on the 


amount issued three months previously. If the amounts 
maturing and being offered are equal the market is simply 
offering a price for renewal (though, of course, the distri- 
bution of the bills in the market may change). The varia- 
tions in the amount offered from week to week are partly 
regular and foreseen by the market— such, for instance, 
are the seasonal variations that depend on the concentra- 
tion of tax collection and parts of Government expenditure 
in particular weeks of the year. Other important causes 
of variation are Government debt policy (whether it is 
converting short-term into long-term debt, for instance) 
and changes in the tap demand for Treasury Bills. 

Other great borrowers have learned to use the broad 
Treasury Bill method of borrowing cheaply in the London 
discount market. From time to time Dominion govern- 
ments, for example, issue their own Treasury Bills in 


1 During the nineteen-thirties. 
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London, and the greater English local government 
authorities also have bills outstanding. The aggregate 
amount of these miscellaneous promissory notes is, how- 
ever, quite small as compared with the volume of British 
Treasury Bills. 

Before 1914 the discount market handled mainly com- 
mercial bills and the structure of the market had become 
peculiarly adapted to that function. But since then and 
especially since 1930 the volume of ordinary bills of ex- 
change has been much reduced. This is largely the result 
of the decline in international trade, which was so largely 
financed by discounting bills of exchange. It is also partly 
due to a gradual change in methods of financing the move- 
ment of goods. The method of bank advances or over- 
drafts overseas used to be, and still is, combined with the 
bill of exchange method of financing trade ; but the great 
development in methods of arranging bank advances 
combined with the development of the telegraphic transfer 
of bank deposits from one country to another has militated 
against the use of bills of exchange. The appearance of 
New York as a competitor for bills of exchange encroached 
quite seriously on the amount of commercial bills avail- 
able in the London market. New York managed to attract 
large amounts of the cotton bills which London formerly 
monopolized. Development of bill markets elsewhere is 
bound to mean some loss of attractive business for London. 

For these reasons the volume of ordinary' bills outstand- 
ing in the London market shrank from perhaps ,£250 
millions in 1913 to something of the order of £100 millions 
in the nineteen-thirties. The discount market came to 
depend more and more on Treasury Bills, whose volume 
varied from £400 millions to £600 millions and even 
£joo millions, against an insignificant pre-1914 figure. 
The discount market from being a market in commercial 
paper became largely a market in Government paper. 

This change had unpleasant implications for the dis- 
count houses. We have seen how one of the functions of 
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these firms is to sort trade bills into parcels of convenient 
maturities and qualities and guarantee them by their own 
endorsement, then passing them on to the banks at a 
profit which recompenses them for doing so. Treasury 
Bills need no grading; the banks can secure the right 
maturities by tendering at the right time, and no endorse- 
ment of a discount house can enhance the security of 
British Government paper. The banks may well meet 
their own requirements by tendering directly for the bills, 
leaving the discount houses without an important source 
of profit. The discount houses may also suffer from 
Government debt policy. In the early nineteen-thirties 
the Government, being able to secure very good terms 
for long-term loans, reduced its short-term debt — the 
Treasury Bills especially — to an uncomfortably low level. 
It is true that even in 1934 there were some hundreds of 
millions of pounds’ worth outstanding; but from the total 
there has to be deducted the very large amounts held by 
the Government departments, the Bank of England, and 
several foreign and Dominion Central Banks, to whom 
Treasury Bills form an attractive sterling reserve. All 
these holders would take Treasury Bills at any price. The 
English banks and the discount houses could secure only 
the remainder, which became, relatively to their resources, 
painfully small in 1934. At that time the volume of com- 
mercial bills was also, thanks to general trade depression, 
extremely low. The result was that competition forced 
the rates down to extremely unprofitable levels and the 
incomes of the discount houses depended for a time 
almost exclusively on the fact that rates were falling and 
on their unusual holding of longer-dated Government 
paper. 

Banks and discount houses alike to some extent sus- 
pended competition with each other in an effort to struggle 
through a difficult period. The banks agreed not to tender 
directly for Treasury Bills and agreed to lend to bill- 
brokers on security of eligible paper at exceptionally low 
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rates. The discount houses formed a ‘syndicate’ which 
decided at the last minute every Friday on the rate at 
which they would all tender for Treasury Bills that week. 
Competition from ‘outside’ lenders, particularly the 
foreign and colonial banks operating in London, from 
time to time weakened the various agreements. Offers of 
‘outside’ money at lower rates than were offered by the 
clearing banks in the one case and the discount houses in 
the other occasionally left those institutions with un- 
usable money. When, for example, the financial press 
reported that the ‘syndicate’ had largely ‘missed the 
tender’ on a Friday it meant that the discount houses 
had agreed to tender for Treasury' Bills at a rate under- 
quoted by outside institutions, which offered the greater 
part of the amount required by the Treasury that 
week. 

Between 1934 and 1939 the position changed somewhat. 
On the one hand, the overseas demand for Treasury' Bills 
was increased by the growing London balances of other 
countries, and on the other hand, discount rates ceased 
to fall. But these two factors adverse to the discount 
market were entirely obscured by more substantial changes 
on the other side. The supply of commercial bills in- 
creased with the growing value of international trade. 
With the passing of favourable conversion conditions the 
Government found it difficult to meet its maturing lia- 
bilities and borrow for rearmament without obliging the 
Government departments sometimes to prefer longer- 
dated paper to Treasury Bills, and also increasing the total 
volume of Treasury Bills. The influx of gold, by forcing 1 
the Exchange Equalization Account (or indirectly the 
Bank of England) to part with Treasury Bills, had the effect 
of increasing tender issues. Altogether the Treasury Bills 
available for the market were not nearly so scarce as they 
had been in 1934. Since 1939 war financing has been 

* Gt ten the pcr.eral conditions and the rate policy then adopted by the 
flxchanre Equalisation Account. 
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responsible for ample supplies of Treasury Bills am! there 
appears to be no immediate po^ibility of ‘starvation of 
the market. 

But adequacy of the supply of Treasury Bill" docs not 
entirely solve the problem of the future of the cli' count 
market, for there remains the problem of the distribution 
of functions (and income!) between the banks and the 
discount houses. We have seen above how the business 
of the latter is more fa\ottred by commercial bills than by 
Treasury Bills. What is there left, in a marl ct mainly 
dependent on Treasury Bills, for the discount houses to 
do? Treasury Bills call for no grading or arranging into 
convenient maturities nor is their security enhanced by the 
endorsements of discount houses. There would appear 
to be no reason why the banks should not take tip all the 
Treasury Bills they want directly from the Treasury, 
squeezing the discount houses, out of existence. But this 
suggestion misconceives the utility of the discount market 
in increasing the liquidity of the banks. We have seen 
how the banks much prefer to take bills only as they ap- 
proach maturity-— and more particularly after their first 
month has run. The more completely the banks chose 
to tender for bills directly the greater would be the average 
distance to maturity of the hills in their portfolios. They 
would be less ‘liquid’. Accordingly, they would probably 
want to lend more money at call and short notice. This 
might conceivably be done by developing the stock market 
loans; but such a possibility might encounter opposition 
in public opinion and in the attitude of the monetary 
authorities. I he other channel for an increase in such 
loans would be the bill maikct- and the bill market would 
only take such loans if the banks left them enough bills for 
it to be worth the while of the discount houses to keep in 
business. Even if, therefore, Treasury Bills remain the 
staple diet of the market, the market is bound to continue 
in existence unless the banks radically alter their ideas 
a out liquidity. ] lie discount market would, of course, 
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shrink very much, 1 But given an adequate supply of 
Treasury Bills and no change in the ideas of the great 
banks, there is likely to remain a sufficiently wide discount 
market for the English system to continue much as it is 
to-day. It seems probable that the realization of the 
dependence of the banks (working with current liquidity 
ideas) on leaving the discount market enough business 
to live on is responsible for the co-operative efforts in the 
City in favour of the discount market. The banks from 
time to time agreed with one another not to tender directly 
for Treasury Bills and not to take such bills until they had 
passed their first month or so. Occasionally they agreed 
on minimum rates at which they would buy Treasury 
Bills from the market. All these efforts were directed 
towards helping the discount market to survive lean times. 

A further ray of hope for the discount market lies in the 
possible revival of the inland bill of exchange. The bulk 
of the commercial paper in the market has its origin in 
international trade. Inland buyers and sellers have learned 
to finance their business by bank advances. There must 
be a large amount of internal trade in staple commodities 
that could quite easily be financed by discounting bills 
of exchange in the London market. The discount market 
itself would rejoice in such a development, as it has far 
more to gain from the existence of commercial bills than 
from an equal amount of Treasury Bills. There arc 
obstacles to be overcome, of course — prejudice against 
bills, ignorance, and so forth. The joint-stock banks 
might well be sorry to see the demand for advances shrink, 
but their interests in a strong bill market are such that they 
should, on a long view, be prepared to facilitate the use of 
inland bills of exchange. Instalment purchases might also 
conceivably help to provide business for the discount 
market; but the majority of instalment purchases arc 

' Already in the nineteen-thirties there had been sonic reduction in 
the number oF firms in the discount market, and since so;, 9 the process 
of rortfentr-ttion ha? pone much farther. 
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spread over too long a period for instalment paper itself 
to be attractive to discount houses. It may, however, be 
held by an intermediary specialist institution such as 
United Dominions Trust, which could finance itself, 
at any rate partly, by discounting bills on itself. De- 
velopments of this kind have appeared and may go much 
farther. 

If all these hopes for the discount market were dis- 
appointed — if the international trade bills continued their 
downward trend, if the Government reduced the volume 
of Treasury Bills, if the inland bill remained unfashion- 
able — would it be possible to envisage a London without 
a discount market? I believe that it is possible. The banks 
would, as we have seen, be obliged to alter somewhat their 
ideas of liquidity and their relations with each other and 
with the Bank of England. Now that the obligations 
of a central bank in times of crisis arc absolutely undis- 
puted, the utility of the discount market to the joint-stock 
banks is largely a matter of adjusting temporary' differ- 
ences in inter-bank indebtedness. Now while inter-bank 
indebtedness, arising through the Clearing House, may 
be quite serious where there are many banks, on the simple 
laws of chance it should not be serious when there are very' 
few banks. Indeed I believe that most of the utility of the 
discount market to the joint-stock banks would disappear 
if the latter entirely dropped the discreditable practice 
of .window-dressing. Inter-bank indebtedness could be 
adjusted along lines similar to the dealings in ‘Federal 
Funds’ in America . 1 Their liquidity would look less, but 
actually now that every one understands the responsi- 
bilities of the central bank, liquidity' would be no less 
than it is now. I do not think such a radical change 
in the London system probable, but I do believe that 

Member banks short of reserve funds acquire from those with surplus 
reserves immediate deposits at the Federal Reserve Banks, returning them 

j "dr or , so /* ter ' ^e process is essentially one of exchanging 'cash to- 
day for cash to-morrow’. 
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it would not be a catastrophe for the English banking 
system. 

Before the war it was reasonable to argue that, whatever 
the interest of the banking system, it was at least in the 
interest of the Government to pamper the discount 
markets with a large volume of bills because of the facility 
which the existence of the market afforded for variation 
of the Floating Debt, particularly for the purpose of 
working the Exchange Equalization Account. During the 
war, however, the Government has learned to conduct 
its operations slightly differently especially with the help 
of direct borrowing from the banks on ‘Treasury Deposit 
Receipts’. It is not yet clear how the system will settle 
down, but there seems some likelihood that Treasury 
Bills will not again have for the Government and the 
discount market quite the importance they had in the 
nineteen-thirties. For the moment the market appears to 
have adapted itself to the situation by taking advantage of 
the huge supply of slightly longer-dated Government 
paper — the ‘short-term bonds’ — and it is no doubt partly 
for this reason that a considerable capital-strengthening 
and concentration of the discount houses have taken place. 

IV, The Nciv York Money Market l )f 

The structure of the London money market is unique. 
Nowhere else in the world is there such a well-developed 
market in short-term funds — money available for periods 
of a few days, weeks, or months. The leading Con- 
tinental centres — Paris, Berlin, Amsterdam, See . — have 
some institutions and credit instruments like those of 
London and have more or less developed markets for 
short-term funds. The biggest market for short-term 
funds outside London is, however, that of New York, and 
the complexion of its business is so different from that of 
London that it merits some particular attention. 

1 The uninitiated may advant.TrouUy Lave this section unread until 
Charters IV and V Live hrrrt rend. 

t "' F 
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To New York flow surplus funds from banks all over 
the country — through the correspondent bank system of 
country banks depositing funds with town banks, and 
through the country banks using the great New York 
banks as their agents for securing short-term outlets in 
New York. There are in New York four short-term assets 
which can be acquired by a bank with surplus cash: 
i. Loans to the Stock Exchange; 2. Commercial paper; 
3. Treasury Certificates; and 4. Bills of Exchange. 

The Treasury Certificate corresponds to the English 
Treasury Bill, and the amount and currency (term) of 
Treasury Certificates depends entirely, of course, on the 
Federal Treasury’s operations. Loans to the Stock Ex- 
change and Bills of Exchange have also their counterparts 
in London. To their relative importance we shall return 
presently. ‘Commercial paper’, on the other hand, is 
quite peculiar to the United States. If an American busi- 
ness concern wants to borrow temporarily it can, if its 
standing is fairly good, place ‘commercial paper’ in New 
York. This commercial paper constitutes a claim, to such 
and such an amount, on the general assets of the firm. 
Whereas a bill of exchange is generally the outcome of a 
particular transaction in, say, primary commodities, the 
value of which covers the amount of the bill more or less 
precisely, the commercial paper is secured by a lien on 
the general assets of the company, just as debenture stock 
is. The nearest equivalent in England is in fact the ‘Short 
Term Notes’ which are occasionally issued by very large 
companies wanting more capital but unwilling to pay the 
interest demanded at the moment on long-term deben- 
tures. But the commercial paper in New York has a 
market in only a very limited sense — it can be placed with 
any bank which is satisfied with the security, but once 
placed it does not come into the market again. Com- 
mercial paper is, by convention, held until maturity by 
the original purchasing bank. It is not ordinarily redis- 
countable at the Federal Reserve Bank. It is practically 
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identical in liquidity with the ordinary English bank ad- 
vance, the chief difference being that the bank advance is 
far more elastic in amount and is dependent on a banker- 
and-customcr relation between lender and borrower. 
Commercial paper may be placed by a well-known 
American corporation with a bank of which it has never 
heard. 

By far the most important opening for short-term funds 
in New York is in loans to the stock market. In England 
similar loans have been growing for sortie years now; but 
their importance in New York makes the English stock 
market loans appear quite trivial. The main reason for 
the difference lies in the Wall Street system of settling all 
transactions every day, whereas in London only transac- 
tions in the unspeculative gilt-edged market are settled 
daily, the rest of the markets having fortnightly (ex- 
ceptionally three-weekly) settlements. 1 Speculators who 
have bought in the hope of rising prices (bulls) have there- 
fore to borrow money continuously in New York, whereas 
in London only the fortnightly settlement days have to be 
overcome. Bull speculation in Wall Street is accordingly 
largely dependent on loans to stock-brokers from the 
New York banks, acting either on their own account or 
as agents for out-of-town banks. The loans are either at 
call or short notice. A single bank can easily turn a loan 
to the stock market into cash by calling it in; but a 
general calling-in of stock market loans is bound to 
pjoduce a crisis in Wall Street, for the Federal Reserve 
System (the central bank) will not take over stock market 
loans. 2 

The ease with which call loans can ordinarily be ob- 
tained in Wall Street has been often pointed out as a 
stimulus to unhealthy speculation in the stock market. 
When the Federal Reserve System was established just 

1 This refers to the normal peace-time position. At present C 1946} 
London is still on its war-time cash basis. 

1 There have been indications of some modification of this position. 



68 the discount market 

before the war this argument was used to support the 
establishment of a market in bills of exchange. Since 1914 
American banks have been able and willing to do accept- 
ance business. There exist no specialist acceptance 
houses like those in London, the accepting being done 
entirely by the commercial banks. ‘Bank acceptances’, 
as the bills of exchange are frequently called, enjoy quite 
a good market, which has been encouraged by the fact 
that they are rediscountable at the Federal Reserve Banks. 
The volume of them in the market is far below the amount 
of stock market loans, but is comparable to the volume of 
commercial bills in the London discount market. The 
bills in New York are predominantly foreign trade bills, 
as in London, the trades in raw cotton and sugar being 
particularly important in supplying bills. 

There are no discount houses of the London kind, 
though there are bill dealers comparable, in some degree, 
to the running-brokers of London. Consequently the 
market for call money is restricted to the Stock Exchange. 
The contact between the central bank and the commercial 
banks must accordingly be direct. If the commercial 
banks want more cash they must themselves go to the 
central bank — either to rediscount bank acceptances, or 
to borrow. In London, when the commercial banks want 
cash they call in loans from the discount market and the 
discount houses have to go to the central bank. 

During the years between the wars the London and 
New York money markets were in many ways growing 
more and more like each other. In London, where pre- 
viously the commercial bill of exchange was the staple 
paper of the market, the short loan to the Stock Exchange 
was becoming more common. In New York, where 
previously the loan to the Stock Exchange was all- 
important, the bill of exchange began to fill an appreciable 
part of the. market. If the adverse tendencies discussed 
above continue to restrict the London discount market 
we can expect the London market to approach the New 
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York market much more nearly. Conceivably, London 
could become like New York in having few specialist 
houses (such as accepting houses and discount houses), 
in developing direct contact between commercial banks 
: and the central bank, and in the loan to the stock market 
being far more important than the bill of exchange. 
Against this last possibility there is of course in both 
centres fairly strong public and authoritative opinion, 
and the most probable approach to similarity between 
New York and London may well be in a decline in New 
York in the size of loans to the stock market. 

Just as the bill market in New York was established 
with the primary intention of aiding the working of the 
new central banking system, so the proposals for central 
banks in other countries — particularly the British Domi- 
nions — have frequently been associated with suggestions 
for the development of bill markets in their centres. As 
we shall see in later chapters, central banking technique 
does, to a great extent, depend upon the existence of a 
good money market. It is, indeed, sometimes argued that 
a central bank is useless where there is no short-term 
money market. But such markets remain extremely rare. 
In Canada almost the only outlet for short money is in 
loans to the Stock Exchange. In Australia there have been 
limited attempts to develop a market in Treasury Bills, 
but without real success. In South Africa attempts to 
popularize the bill of exchange have failed. In India the 
existence of a predominantly unit banking system leaves 
more scope for the inland bill of exchange, and there arc 
quite good markets in the main centres (Bombay being the 
most important); but much more will have to be done 
before the markets are perfect. And it must be remem- 
bered that any development of bill markets in other 
countries is bound sooner or later to mean some further 
loss of attractive business for the London market — as has 
happened with the rise of the New York market. There 
is in the world a limited amount only of business which 
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can be conveniently financed by the drawing of bills of 
exchange. Strenuous efforts to promote bill markets in 
there centres, in order to provide the traditional operating 
theatres for new central banks, might have the effect of 
destroying the archetype in London. That, however, is 
looking rather far ahead. 



CHAPTER IV 

CENTRAL BANKING— CONSTITUTIONAL 
QUESTIONS 

I. General Considerations 

Tin- business of a central bank, as distinguished from a 

( commercial bank, is to control the commercial banks in 
sucli a way as to promote the general monetary policy of 
the State. There arc three fundamental points implicit in 
this: first, a central bank does not, as a commercial bank 
docs, exist to make the maximum profits for its owners; 
second, it must have some means of controlling the coin-' 
mcrcial banks; and third, it is subordinate to the State.] 
The technique of controlling the commercial banks will 
be examined in the next chapter. In this chapter wc shall 
confine ourselves to the constitutional questions of the 
nature of a central bank’s subordination to the State and 
the related question of the disposal of any profits and 
meeting of any losses which it may incur in the course of 
its business. 

The subordination of a central bank to the State is 
based not only on the general subjection of its Directors as 
citizens to whatever laws the State chooses to impose. It 
is based also on the tradition firmly rooted in all countries, 
democratic and despotic alike, that the State must impose 
some laws regulating the means by which its citizens shall 
discharge their debts. When the State merely decrees that 
debts arc finally dischargeable only in monetary units 
called pounds sterling and that a pound sterling is a certain 
weight of silver (or gold) it is imposing a fundamental 
monetary law to which any banking business must con- 
form. The State’s regulation of monetary affairs may be 
as elementary' as this, or it may go into much more detail. 
A common position in the last hundred years has been for 
the State to say that certain forms of money are legal 
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tender and that huch money is eonvtriibU- mt*» cold, and 
gold into tnoiuv, .it :t lived rate. In this case it i > the duty 
of the central bank to revalue the banking n: tent in an eh 
a way that It gal tender money is always convertible into 
gold, and gold into money, at the legal rate; and to per- 
form that duty in the way nm-t conducive to the general 
welfate of the community. Or the State may ■ ay that the 
central hank must subordinate all ether aims to providing 
the Gov eminent v. ith such ; upplii 1 of money an arc needed 
to finance* Government wthitics: then the central bank 
has no choice - it must finance the Government in the best 
way it knows. 

It has somi times 1 been fashionable to argue that central 
banks must be ’independent'. But it cannot hr too strongly 
emphasr/ed that tht.s use of the word ’independent’ may 
mislead people about the pcs ition of a central bank. The 
authority of the State over the central bank i* always 
necessarily absolute. AH that is open to que, rion is the 
extent to which the sovereign body thouhi detail its 
commands to the central bank - for the monetary law? are 
such commands The extent of governimnt.d regulation 
of the central bank does in fact vary very much. Some- 
times the .sovereign body of the State contents itself with 
prescribing equality Ixtvun the monetary unit and a 
certain weight of gold and leaves all the rest to the central 
bank- -perhaps even being pa-pared to ‘rubber-stamp* 
modifications of the primary monetary 4 law at the- instance 
of the central bank. Such was mote or less the position in 
pre-1914 Britain, and it might even be described ns the 
traditional view of the proper relations between the central 
bank and the State. The opposite extreme 01 curs when 
the central hank is reduced to a mere engine for facilitating 
the financing of State services. Then the central bank 
rubber-stamps the everyday* decisions of the Govern- 
ment. 1 his rarely occurs except when the financial 
position of the State is desperate. Examples are provided 

1 I-fpcciiiliy in the rJmUcen-luctiuVt. 
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by several Central European countries in the early 
’twenties, and it was as a reaction against the behaviour of 
-their central banks at that time that the ‘independence’ 
of central banks became a canon of orthodoxy. All hew 
'"central '"bank' charters* for about ten years after 1922 
reflected this reaction; but more recently there has been 
spreading a realization that the State has, and must be 
prepared to assert, ultimate control of the actions of its 
central bank. How far this tendency could go without the 
central banks becoming the mere tools of improvident 
public finance is a matter of opinion. 

The question of ownership of a central bank is naturally „ 
associated with that oTcontroL State control points to 
State ownership of one kind or another. Where, in charter- 
ing the central bank, the legislature has designed to maxi- 
mize the independence of the central bank, ownership by 
the general public or by the commercial banks has generally 
been prescribed. Where, on the other hand, the legislature 
lias decided that the central bank’s subordination to the 
State is to be emphasized, ownership by the State is more 
common. But in no case is private ownership so absolute 
as to leave unlimited disposal of the profits — there are 
always provisions for the State sharing in the profits, and 
it has likewise been recognized in practice that the St ate.. . 
should bear part of any uncovered losses. Central bank 
constitutions vary very much in these important matters 
of ownership and direction — it is impossible to describe 
a single type as a standard. Wc shall therefore discuss 
some of the more significant cases country by country. 1 
Variations from one case to another are by no means to be 
interpreted as necessarily reflecting national differences of 
view about central banking: they reflect rather the pre- 
vailing world fashions about central banking at the various 
times at which the particular central banks happen to have 

1 This dheu-vion of the constitutions of particular central bants is not 
intended to be exhaustive. For further detail the reader should refer to 
Kirch and Elkin, Central IlarJ.i. 
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been chartered or re-chartered. Of course, if at any time 
a central bank’s constitution is quite out of keeping with 
the fashionable view, the bank may be re-chartered as 
happened in the nineteen-thirties in the United States and 
many other countries. Or the power of the State to re- 
charter may lead to the written constitution being super- 
seded by unwritten conventions more in keeping with 
prevailing ideas, as happened in England during the 
decades preceding the nationalization of the Bank of 
England in 1946. 

II. The Bank of England 

The central bank in this country' is the Bank of England. 1 
The Bank of England was originally a joint-stock com- 
pany, established in 1694 by Act of Parliament, and the 
entire capital stock was acquired by the State under the 
Bank of England Act of 1946. Its affairs are regulated by 
a Governor, a Deputy-Governor, and sixteen Directors 
appointed by the Crown. The Governor and Deputy- 
Governor hold office for five years. The Directors hold 
office for four years, four of them retiring each year; not 
more than four of them may be full-time officers. All of 
these officers are eligible for reappointment and there is 
no provision for compulsory retirement, but it has been 
stated that normally no person over 66 years old will be 
appointed. 

The Act of 1946 stipulates that members of the House 
of Commons, Ministers of the Crown, civil servants, and 
aliens may not be appointed to any of these offices; apart 

Tty Bank of England is the central bank not only of England but of 
the entire United Kingdom of Great Britain and Northern Ireland. Its 
control is most direct over the English banks, but the predominance of 
the English banks in the whole, and the indirect control over the Scottish 
and Ulster banks make it reasonable to think simply of the Bank of 
England as the central bank of England- It should be emphasized that 
this is a simplification. How significant a simplification we do not know 
precisely. I behe\ e that a study of the relations between the English and 
other banks would be of great interest from the point of view of inter- 
national monetary problems, could the facts be established. 
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from these restrictions the Crown (acting of course on 
ministerial advice) is left entirely free to select people from 
any walk of life. In making the initial appointment it 
was natural that the previous (somewhat larger) Court of 
Directors should have been drawn upon, and it is too 
early to say that there are any established conventions. 
In the old (private) Court, Directors had traditionally 
been drawn from the great merchant bankers (the Accept- 
ing Houses, not the joint-stock banks), but during the 
inter-war period altogether more catholic notions had 
prevailed, though the joint-stock bankers remained out- 
side. Distinguished men from industrial and commercial, 
rather than purely financial, fields were brought in, and 
a few outstanding officials of the Bank became Directors 
and Deputy-Governors (but not Governors). 

The Bank remains a corporate body whose powers are 
regulated by its charters, just as an ordinary joint-stock 
company’s powers are regulated by its Articles of Associa- 
tion. The powers under the charters are very wide, and 
the operative restrictions on its activities were, until the 
recent Act, mainly self-imposed conventions that had 
grown as the Bank had developed its work as the central 
bank. The Government of the day for a very long time 
had always had some influence, and this influence grew 
.significantly after 1914 and especially after about 1931. 
Treasury and Bank were already well-used to working 
' hand-in-gloyc before 1946, but only by Clause 4 of the 
T 946 Act has the relationship acquired specific statutory 
authority. The first two sub-clauses of Clause 4 are as 
follows: 

*{i) The Treasury may from time to time give such directions to the 
Ban*: as, after consultation with the Governor of the Bank, they think 
necessary in the public interest. 

(2) Subject to any such directions, the affairs of the Bank shall 
be managed by the court of directors in accordance with such pro- 
tisions (if any) in that behalf as may be contained in any charter 
of the Bank for the time being in force and any bye-laws made 
thereunder,’ 
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It should be noted that the Governor has a statutory right 
to be consulted before a direction is issued, but he is not 
given power to veto it/ The Treasury retains the ultimate 
responsibility, but the provision about consultation ensures 
that it will not discharge that responsibility without having 
taken advice from the quarter technically most competenD 

There are in the Act certain provisions about payments 
by the Bank to the Treasury 7 , related to the annual divi- 
dend charge on the Government stock issued as compensa- 
tion to the former private stockholders, but there is 
elasticity in the clause and it will be possible for the Bank 
to ignore the profit aspect of its operations. Profits arqof. 
course a by-product of central banking, not (as in com- 
mercial banking) the ultimate object of operations. 

The most important innovation of the Act of 1946 lies 
in the remainder of Clause 4, whereby the Bank of England 
is endowed with statutory powers to direct the affairs of 
the commercial banks. Hitherto the Bank of England had 
had to rely on the art of persuasion and, in war-time, on 
the bankers’ knowledge that the Treasury could, if neces- 
sary in support of the Bank of England, issue Regulations 
under special war-time powers. Sub-clause (3) reads: 

‘The Bank, if they think it necessary in the public interest, may 
request information from and make recommendations to bankers, and 
may, if so authorized by the Treasury, issue directions to any banker 
for the purpose of securing that effect is given to any such request ot 
recommendation : 

Provided that: 

1 (a) no such request or recommendations shall be made with respect 
to the affairs of any particular customer of a banker, and 

(6) before authorizing the issue of any such directions the Treasury 
shall give the banker concerned, or such person as appears to them to 
represent him, an opportunity of making representations with respect 
thereto.’ 

There, are thus two limitations upon the Bank of- 
England s power. First, the compulsion must have the- 
support of the Treasury (to which the banker under com- 
pulsion has right of direct access) which is, through the- 
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Chancellor of the Exchequer, answerable to Parliament 
Secondly, directions must relate to the whole business 
or to a whole class of business of a commercial bank, and 
"ndflo its business with a particular customer. The latter 
restriction Was imposed in protection of the traditional 
privacy of the banker-customer relationship and, since 
the central bank’s objects refer to whole classes of busi- 
ness, is not detrimental to central bank control of the 
monetary situation. The former restriction serves to 
emphasize the dependence of central banking upon 
Government control and (like sub-clause (1)) ensures that 
the Treasury shall exercise compulsion only in full 
cognizance, of the views of the compelled party. 

What is most noteworthy is not, howeve r, the limits set 
to the Bank’s powers over the other banks, but the breadth 
of these powers. Central bank legislation in other 
countries has generally set out in considerable detail the 
powers of the central bank and has supported them by 
specific statutory restrictions on the other banks — notably 
by compelling the latter to maintain ‘fixed ratio’ reserves 
at the central bank. Outside these specific statutory 
powers the central bankers have had to rely (as did the 
Bank of England before 1946) upon persuasion and co- 
operation, coupled sometimes with the knowledge that 
legislators would in the last resort intervene to support 
compulsion of, recalcitrant bankers. The Bank of England ‘ 
is now operating under no such restrictions — it can issue ; 
directions compelling bankers, e.g., to hold certain reserves f 
with itself, to vary those reserves, to alter their charges for ; 
any class of business. It may compel the bankers to favour 
one industry or group of industries as borrowers. 1 In thc- ; 

! In the debates in the House of Commons, preceding the enactment 
of the nntionnlirir.g Bill, the Chancellor of the Exchequer, referring to 
the exercise of these vide powers, said . it may he desirable, in certain 
circumstances, to urge the hauls to devote their resources to one or other 
form of investment which it was felt by the Government and by the Bank 
of England was necessary in the interests of a planned priority, with a 
view to securing full employment in the country and building up our 
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exercise of all these powers the initiative rests solely with 
the Bank of England, but the Bank cannot exercise com- 
pulsion except with Treasury support. Given Treasury 
support, the Bank’s powers are unparalleled elsewhere. 
Their only limitation of general importance is in fact that 
imposed by the responsibility of the Chancellor of the 
Exchequer to Parliament, not only for the exercise of 
compulsory powers but also for advice tendered to the 
Crown on the appointment of the Governor, Deputy- 
Governor, and Directors. 


III. The American and othe}‘ central banks 
The central bank of the United States of America is 
a system of twelve connected banks called the .Federal. 
Reserve Banks. The system was founded in 1913 but the 
period intervening between 1913 and the present has seen 
such changes in ideas about central banking that the 
amended constitution of the system is already a mixture 
of anomalies based on historical forces. For a full under- 
standing of the constitution of the system readers should 
look into some of the historical works: 1 here we are con- 
cerned simply to outline the system in the light of our 
general discussion. 0 

.The Federal Reserve System consists of twelve Federal 
eserve Banks, each having one geographical section of 
the country as its sphere of ope ration s.) - The capital of the 
Reserve Banks was subscribed by-the ‘member banks’ in 
1 10n ! ,™^ er banks are all those commercial banks 

1 IC . are ,° ! S ed ky l aw , or are induced, to attach them- 
selves to the system, and such are the laws and the induce- 

F^bruao^injr Cl ? ment f in . our ec °nomy\ (Sec 
on this statement ’ p ’ 2 ®°’ "^ere there is a useful commentary 

■ EbSSSSSi under Clr„«e 4 „f ,he Act > 

On StCSSl\ P - W 'l li ' 

- b - ** 
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merits that the majority of the banks, including all banks 
of any size, are member banks. The member banks have ’ 
a shadow of control over the functioning of the System in 
that they elect some of the Directors on the local Boards — 
the Boards of the individual Reserve Banks. But all 
fundamental central banking operations arc under the 1 
control of a central body, the Board of Governors of the 
Federal Reserve System, and it is to the constitution 
of this body only that we need attend. The Board of 
Governors consists of seven members appointed by the 
President, subject to the approval of the Senate, for terms 
of fourteen years. Among these seven are the Chairman 
and Vice-Chairman, selected by the Senate and serving 
four-year terms. This governing body has effective control 
not only directly over all the most important business of 
the entire system but also over the appointment of the 
officers of the individual Reserve Banks. The American 
central bank isthusdirectedbymen appointed for fairly long 
terms, and appointed by the Government of the country. 

It is prescribed by law that the Federal Reserve Banks 
shall withhold a certain part of their profits as reserve 
capital. Stockholders may be paid a cumulative dividend 
of 6 per cent, per annum. Any profits not absorbed by 
these two requirements pass automatically to the Federal 
Treasury. This system of providing for reserve capital, 
paying a limited dividend to shareholders, and paying any 
surplus to the government, has become a very common 
arrangement in central banks established during the 
present century. In America the possibility of great 
changes in profits occurring as a result of the price of gold 
being changed has been obviated by the Treasury taking 
over tlie entire gold reserve. 

The Bank of France was until 1945, like the Bank of 
England, an ordinary shareholders’ bank; but the Gover- 
nor and his Deputies were appointed in effect by the 
Government of the day and held office during the pleasure 
of that Government. The shareholders had the right to 
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elect Directors (regents) and. other important officers, and 
it was through these elections that the celebrated ‘two 
hundred families’ maintained such great influence in the 
counsels of the bank. But already before 1939 cir- 
cumstances tended to increase the control exercised by 
the Government and it had become customary for the 
Governor to be changed on every important change of 
Government. In the Fourth Republic the State has 
assumed complete formal control. 

In the general run of central banks established be- 
tween the wars ordinary shareholders’ ownership has been 
common, though there are cases of the commercial banks’ 
having been called upon to provide the capital. In either 
case dividends are limited by law, surplus profits going 'to r 
the Government. 

Where special profits or losses have been incurred by 
the operations of the central bank there is sometimes ad hoc 
legislation providing for the special profit or loss to benefit 
or be borne by the Government. Examples of this have 
been the legislation which provided for the Government 
bearing the loss suffered by the Reserve Bank of South 
Africa in 1931, when part of its reserve lost value on the 
London pound’s departure from gold ; and the numerous 
cases of Governments taking the profit w r hen gold reserves 
were written up’ during the nineteen-thirties. 

Two interesting exceptions to the general rule of 
ordinary shareholders’ or commercial banks’ ownership 
are the Bank of Canada and the Reserve Bank of New 
Zealand. Both of these were originally established with 
share capital provided by general public subscription. 
But more radical Governments coming into power wished 
to increase political control over the central banks, and 

j T’ V ^ ea ^ an< ^ t } ie ent Le share capital was compulsorily 
sold by the public to the Government. In Canada the 
Bank of Canade was. obliged to issue new capital just 
exceeding the old capital to the Government, so that the 
Government holds a majority interest. 
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Systems for appointing Directors vary widely. Some- 
times the shareholders have most of the control, in which 
case the system tends to develop into one of the old Board 
co-opting new members, as in the prc-1946 Bank of 
England. Sometimes the Government has more or less 
power over the appointment of Directors. Five- and 
seven-year terms of office are common. Frequently the 
charter of the central bank prescribes that the Directors 
shall be chosen from certain classes of people. A common 
provision, for example, is that so many Directors shall be 
representative of commercial interests, so many of agri- 
cultural interests, so many of manufacturing interests, 
and so forth. The Federal Reserve system used to have 
its Directors chosen largely on these lines — and vestiges 
of it remain in the local boards. Sometimes the Directors 
must be selected as representative of particular geo- 
graphical sections of the country. Provisions of this kind 
arc intended, of course, to ensure that the central bank shall 
have due regard, in determining its policy, to all important 
interests of the country. It is sometimes argued that the 
system of ‘representatives’ of different interests must tend 
to exaggerate disunity within the Board, as a compromise 
of views is less easy when men feel that they arc there to 
watch the interests of different bodies of people. It is 
significant that changes in American law have whittled 
down the representation of particular interests in the 
government of the Federal Reserve System. One of the 
advantages of the more informal method of choice is that 
Directors may in practice be chosen from various fields 
without being obliged to feel that they are on the Board 
to represent the particular interests of the industries from 
which they come. All sides of a case are just as likely to 
be put forward; but there is more chance of compromise 
where the 'representation’ is less formal. Occasionally 
it is provided that the Secretary- of the Treasury shall be 
an cx officio Director, though not always with a vote. 

The Governor and his Deputy are more often than not 
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appointed by the Government for terms of seven years or 
so. Alternatively the election of the Governor is subject to 
Government approval, the system in the Reserve Bank of 
India being a complicated one of this kind. The distribu- 
tion of power between the Governor and subordinate 
executive officers on the one hand and the Board of 
Directors on the other varies; but in general most of the 
power is in the hands of the Governor. This sometimes 
perhaps results from the Directors representing conflicting 
interests and so not forming a harmonious body. Often 
it is the effect of the enormous area from which the 
Directors are drawn. If some Directors come from 
Bombay and others from Calcutta and Madras, meetings 
of the Board are likely to be uncommon affairs and effec- 
tive power is accordingly likely to be concentrated in the 
Governor and his Deputy. Given the greater influence of 
the Government over the appointment of the Governor 
than over the election of Directors this tendency for real 
power to lie with the Governor implies a substantial 
measure of Government influence — subject of course to 
the personality of the Governor of the moment . 1 

These paragraphs remain substantially as they were first written in 
1937. At that time (in contrast to ten years earlier) Government influence 
over central banks was already considerable and constitutional arrange- 
ments were reflecting that influence. Since 1937 the upheaval of the war 
has greatly accentuated the tendency, and Government control is now 
frequently complete both in substance and in form. 



CHAPTER V 

THE BUSINESS OF CENTRAL BANKS 1 
I. Preliminary Sketch of Bank of England's Work 

The fundamental business of the Bank of England is to 
act as a central bank — i.e. to control the commercial 
banks in such a way as to support the monetary policy 
directed by the State. Subject always to our remembering 
this fundamental business we can enumerate more speci- 
fically the main functions of the Bank of England as 
(i) note-issuing; (2) acting as the bankers* bank; (3) acting 
as the Government’s' banker; (4) conducting a small 
amount of ordinary banking business; (5) being the ulti- 
mate source of funds for the discount market. Not all 
these functions are essential to its position as a central bank ; 
it may even be argued that one or two of them are hin- 
drances. A veil of secrecy surrounds many of its most 
interesting operations; but to some amount of publicity 
it is forced by the Acts of 1844, 1928, and 1939, under 
which is issued a weekly balance sheet, called the Bank 
Return. Let us look at the Bank Return and examine its 
various items: 

DANK OF ENGLAND 

Return for week ending Wednesday, March 27, 1946 

Issue Department 

€ C 

Note', Issued: Government Debt . 11,015,100 

In Circulation . 1,328,321,305 Other Government 
In Darikinn Depart- Securities . • 1,388,177,844 

ment . . . 71,926,528 Other Securities . 799,988 

Amount of Fiduciary 
Issue . . • 1,400,000,000 

Gold Coin nnd Bul- 
lion (at 172s. 3d. 
per fine or.) • 247,8 33 

£1,400,247,833 £1,400,247,833 


1 The rrtntt imniwin, banking are to be found 
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Banking Department ' 

£ c • £ 

Proprietors' Capital . 14.553.°°° Government Sccun- 

Rcst . . • 3.9/0,159 ties 217,240,211 

Public Deposits . 9,863.165 Other Securities: 


Other Deposits: Discounts and Ad- 

Bankers 249,066,298 vances 19,990.914 

Other Ac- Securities 21,449,110 

counts 53,975,621 41.44°, 02 4 

303,041,919 Notes . . • 71,926,528 

Gold and Silver Coin 821,480 

£331,428,243 £331.428,243 


The Note Issue is regulated by the Currency and Bank- 
Notes Act of 1939. To the principles which should 
govern the note issue we shall return later: here we are 
concerned only with the legal provisions and the accoun- 
tancy arrangements of the Bank, Under the Act of 1939 
the Bank is allowed to issue a certain amount of notes 
against securities held, and an indefinite amount against 
gold. The issue against securities is called the Fiduciary 
Issue. Its amount was in the Act fixed at £ 260 millions, 
subject to the Treasury being allowed, on application 
from the Bank, to raise or lower it. If the amount has 
been so raised above £260 millions for two years the 
increase becomes subject to review by Parliament. At 
present the Fiduciary Issue stands at £1,400 millions. 
The issue against gold is limited by the amount of gold 
held in the Bank’s vaults, the gold being valued for this 
purpose at market price. 2 Given a Fiduciary Issue of 
£1,400 millions and gold valued at £247,833, the Bank is 

in Keynes, Treatise on Money, vol. ii (esp. chaps, xxv, xxxii, and xxxiii), 
and Hawtrey, The Art of Central Banking (esp. the title essay). 

The division of the Bank into Issue Department and Baitking Depart- 
ment, now a purely accounting division having no hearing on poliev, 
derives .from the historically important Bank Charter Act of 1844, when 
it was intended as a device for making the business of note-issue auto- 
matic and segregating it completely from all ‘banking’ business. 

-Under present (1946) conditions the phrase 'market price’ is slightly 
mis ea ing, since there is no free, market. The figure used is realistic, 
however, in that at 172 s. 3d. per fine or. it corresponds to the United 
btates dolIar-ster_<’g exchange rate and the United States price of gold. 
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empowered by law to issue notes to the total value 
£1,400,247,833. These notes are actually printed. £1,340 
millions are in circulation (which includes those in the 
tills of the joint-stock banks) and £59 millions are lying 
idle in the Bank of England (in the ‘Banking Depart- 
ment’). Tiie notes in the Banking Department thus repre- 
sent the unused portion of the Bank’s maximum legal 
issue: the £59 millions indicates the amount by which 
the circulation could be increased without the law being 
broken or the Fiduciary Issue altered. 

On the assets side of the Issue Department the item 
Gold Coin and Bullion is already explained. The other 
items are the securities held against the Fiduciary Issue. 
>- t The first item, Government Debt, is a book entry that the 
j Government has borrowed so much directly from the 
(Bank. It dates from the earliest days of the Bank, when 
the latter was allowed to issue notes to a certain amount if 
it lent that amount to the Government. Other Government 
Securities are simply Government debts recorded in the 
form of bonds, &c.: while Other Securities arc similar 
bonds but of the Indian Government and other borrowers 
of very high credit standing. 

In the Banking Department , Capital is the amount of 
capital subscribed by the stockholders of the Bank from 
time to time (and now held by the Treasury). The Rest 
is undistributed profit — reserve capital wc can call it. 
These two items have no monetary significance. The item 
Public Deposits shows the .balance of - the main British 
Government accounts — including the Exchequer, Savings 
Banks, Commissioners of National Debt, and Dividend 
Accounts. &c. An increase in this item means that the 
Government is, on current and capital transactions 
together, having more money paid to it than it is paying 
to members of the public, and vice versa. 1 In Other 

* I h.tve for the sate of simplicity excluded the other possibilities: that 
it had Fortuned from the Bank, or had transferred money from accounts 
in other bank*. 
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Deposits there is included the very important sub-item 
Bankers ’ Deposits. This suh-item shows the balances at 
the Bank of England of the commercial banks. These 
balances are neither more nor less than book entries at the 
Bank of England showing that the various banks have the 
right to draw cheques on the Bank of England to those 
amounts. We have seen, in discussing commercial bank- 
ing, how these balances at the Bank of England are re- 
garded as cash reserves by the commercial banks. In so 
far as these latter regulate their lending policies by refer- 
ence to the size of their cash reserves, the size of the sub- 
item Bankers’ Deposits in the Bank Return is an index of 
the potential total supply of money. The sub-item Other 
Accounts shows the balances of the Bank of England’s 
ordinary banking customers. Among these are other 
governments (the Indian Government Account being one 
of the biggest) and foreign and British Empire banks 
(among them several central banks). There are also the 
balances of a few great companies and long-established 
merchant houses for whom the Bank of England was 
acting as ordinary- banker long before it was suggested 
that such business was not the proper field of the Bank 
of England. Just as some people bank with Barclays, or 
the Midland, so others bank with the Bank of England. 
We shall return later to the question of the advisability' 
of the central bank having an ordinary banking business 
in addition to its central banking functions. For the 
moment we may remember that this sub-item is not an 
item of central banking business and, so long as it varies 
as little as it does nowaday's, it is not of any monetary' 
significance. The Bank does not accept any' new private, 
customers, and the balances of its established customers 
are very, small relatively' to the total volume of bank 
deposits in the country. When we are calculating the total 
supply of bank deposits in the country we should, strictly' 
speaking, add to the deposit liabilities of the commercial 
banks the items Public Deposits and Other Deposits 
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(Other Accounts) in the Bank of England Return. 
Bankers’ Deposits at the Bank of England, on the other 
hand, form no part of the supply of bank money which 
anybody can transfer for the settlement of his debts. 1 
Public Deposits and Other Accounts show the Bank of 
England as an ordinary bank; Bankers’ Deposits shows 
it functioning as the bankers' bank. And just as the public 
cannot change the total supply of money but only effect 
a change in its composition, so the commercial banks 
cannot change the total supply of cash, though they may 
take the initiative to change its composition. 

Turning now to the assets side of the Banking Depart- 
ment’s accounts, we find an item. Government Securities. 
This shows the Bank’s holding, in its Banking Depart- 
ment, of British Government bonds, Treasury Bills, &c. 
It is broadly parallel to the item Investments in the balance 
sheets of the commercial banks. It can be changed at any 
time on the initiative of the Bank, which can buy or sell 
such securities through the Stock Exchange, or (in the 
case of Treasury Bills) in the discount market, or it can 
deal with the British Government directly, as when it 
makes ‘Ways and Means Advances’, of the ordinary bank- 
ing loan type, to the Government. The item Other 
Securities is subdivided into Discounts and Advances and 
Securities. These two sub-items may contain identical or 
practically identical assets; but there is between them 
the significant distinction that Discounts and Advances 
represents assets acquired by the Bank on eligible assets 
being offered to it in exchange for balances with it, while 
Securities represents assets acquired by the Bank when 
it has gone to the appropriate market and sought assets, 
giving in exchange balances with itself. 

Some further explanation of the ways in which these 
two items may change will help us to understand much 

1 They can be drawn upon for the settlement of inter-bank debts ; but 
this trim srt no cliAnge in the total supply of money — cash is merely trans- 
ferred from one bank to another. 
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of the Bank of England’s technical operations. Under 
Discounts and Advances there are four items, the indi- — 
vidual magnitudes of which we do not know. Some of 
them are frequently zero. First there are two items arising 
out of the Bank’s ordinary banking business. These tW(T~ 
items are bills of exchange discounted outright for the 
Bank’s own customers, and advances made either By ~ 
overdraft or loan to the Bank’s own customers. The other " 
two items show similar transactions arising, not out of the 
Bank’s ordinary banking business with ordinary customers, 
but out of its relations with the discount market: This 
distinction between the Bank’s ordinary customers and 
the members of the discount market should not be under- 
stood to imply that the members of the discount market 
are not in any sense 'customers’ of the Bank of England. 
The discount houses do in fact normally keep accounts 
open at the Bank of England, but tire Bank’s relations 
with them are of a significance entirely different from that 
of its relations with those non-financial houses and indi- 
viduals who bank with the Bank of England as though it 
were an ordinary bank. The third and fourth items under 
Discounts and Advances are, then, bills discounted' on- 
having been brought to the Bank by discount houses 
wanting to rediscount them (taking balances at the Bank 
in exchange) and advances made to the discount houses 
on their having gone to the Bank of England and left with 
it acceptable collateral security. There are important 
differences between the terms on which the Bank will do 
discount and advances business for the discount houses 
and the terms it offers to its ordinary' customers. With its 
ordinary' customers the security offered, the grade and 
currency of bills discounted and so forth, are not fixed by 
published rules, though the Bank probably (like any other 
bank) has its private rules on the matter. To all appear- 
ances each transaction is a matter for direct negotiation. 
The same applies to the rates of interest and discount 
charged to the ordinary' customers. Rates charged by 
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other institutions will guide the general level of the rates 
charged by the Bank, but it is free to determine the rate 
for each transaction by negotiation. Transactions with the 
discount houses, on the other hand, are governed by fixed 
and published rules. The bills brought for rediscount or 
as collateral security for advances must bear two reputable 
British names, of which one (the acceptor’s) must be a 
bank or other financial house of the highest standing. 
Their currency to maturity is generally limited to three 
months, though the Bank prefers hills nearer to maturity. 
'/The rate at which bills can be rediscounted at the Bank is 
l the celebrated Bank Rate , a rate fixed every Thursday by 
| the weekly Court of Directors, or on special occasions at 
a special Court. 1 This Bank Rate is normally above the 
rate ruling in the open market. The rate charged for 
advances (which run usually for one week or a fortnight) 
is I per cent, above Bank Rate. Whether the discount 
houses rediscount bills at the Bank or obtain advances, 
the rate which they have to pay for the accommodation 
is normally higher than the rate which has been prevailing 
in the market — it is a 'penal rate’. Accordingly, when the 
discount houses do go to the Bank — ‘when the market 
is in the Bank 1 as the phrase goes — rates in the market 
lend to rise. For the discount houses having to secure 
money at unusually high rates will only discount new 
bills at rates which will compensate them for the high cost 
of obtaining the money with which to buy them. 

A rise in the item Discounts and Advances may mean 
only that the Bank of England has been lending rather 
more than usual to its private customers; but such a 
change is unlikely to be large. Or it may mean (indeed, if 
the rise is great, is sure to mean) that the market is in the 
Bank, i.e., that the discount houses have been forced to 

" I Ir.ov. of vo evidence of the Bank nowadays charing a hiphtr rale 
than the offtu d Bank Bale, though dm is nominallv the ‘minimum rate*. 
For the somewhat different pre-1914 position, sec my Bank cj Ercjar.d 
OferdfEv'-nj, 
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obtain money from the Bank of England, either by taking 
bills to be rediscounted or by obtaining advances, the rate 
in the open market in either case tending to be forced up 
by the penal rates charged at the Bank of England. Such 
a rise in Discounts and Advances is most probably the 
result of the commercial banks finding their cash ratios 
below the desired figures and calling in their loans from 
the discount market. If all the banks are calling in to- 
gether, the discount market can only obtain the money 
from the Bank of England. Now it is absolutely funda- 
mental to the Bank’s position as a central bank that it ; - 
should always be prepared to lend to the market when 
•called upon. It must never refuse to help the market. ..It., 
lean charge whatever rate it thinks fit, but it must , lend. 
jit is the l ender of last resort. 

The . second part of the general item. Other Securities 
is called Seairities. It consists of non-British Government 
bills, bonds" &c., which the Bank of England can select 
as it pleases, and which the Bank has acquired on its own 
initiative. Included in it are the shares and debenture 
stockwhich the Bank has obtained when helping to finance 
new institutions like United Dominions Trust, the 
Bankers’ Industrial Development Company, and its own 
subsidiary Securities Management Trust. There may be 
at times some ordinary bills of exchange; but in these days, 
of scarce commercial paper it is inconceivable that the 
Bank would seek such paper in the market, when there 
are ample Treasury Bills for its purposes. Any bonds of 
other Governments (e.g. the Indian Government) not . : 
\held in the Issue Department would appear under this 
. sub-heading. If the Bank of England at any time took 
up debentures of any of its private customers — some of 
: which are great joint-stock companies — the debentures 
would be entered under this sub-heading Securities. 

The next item on the assets side is Notes. These have 
already appeared on the liabilities side inThe Issue De- 
partment and are thus merely a cross-entry which would 
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be omitted on both sides if the accounts of the two depart- 
ments were amalgamated. -1 The item shows the unused 
power of note-issue of the Bank, given the size of the gold 
stock and of the Fiduciary Issue. The last item, a very 
small one, is Gold and Silver Cain , and nowadays consists 
only of silver coin held ready for issue to the commercial 
banks as they require it for meeting public demands for 
small change. 

The magnitude of many of these items is superficially 
the result, not of any of the Bank’s actions, but of its acting 
as required by its customers — the commercial banks, the 
British Government, and others — and by accepting its 
duty as lender of last resort. But some of the items — 
Government Securities most plainly — cannot be ex- 
plained even superficially in this way. The Bank .clearly 
is not passive. And, even when the initiation of a trans- 
• action comes hot from the Bank but from some outside 
source, the Bank can affect the course of its business by 
manipulating the terms on which it will do the business. 
The Bank is certainly not a purely passive institution 
opening its doors and waiting to be told what to do by its 
three classes of customers. To the ways in which it takes 
the initiative and the technical results of its actions we 
must now turn. 

II. The Bank of England as Controller of Cash Reserves 

It has been said above that it is the business of the Bank 
of England to control the commercial banks. Its control 
of the commercial banks is based on two factors — the 
commercial banks’ system of allowing the size of their cash 
reserves to have great influence over their most impor- 
tant operations, and the central bank’s control over the 
supply of cash. The former has already been explained 
in Chapter II. It is now our task to explain the way in 

' For art exrsmpte of r.ucSi amalffamation of account*, see Report of the 
C:-*er:;f//T err Ftnaner and Industry {Crnd. 3S97 of 1931), p. 145. 
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which the Bank of England controls the absolute supply. 

of cash. 

What is ‘cash’ ? There are two forms of cash . The first 
is any more widely acceptable form of money into which, 
people may wish to change their less Widely acceptable 
bank deposits. The second form is any other claim (or' 
asset) which the commercial banks choose to regard as., 
equivalent to the first form. The ‘liquidity’ of a' bank is 
its ability to exchange deposits for cash of the first form 
when demanded by the public. The second form of cash 
consists of anything which a commercial bank considers: 
as liquid as the first form. These definitions are extremely 
awkward; but they are, I believe, as little awkward as is 
consistent with true general statement of the present 
position. When we turn from the general definitions to 
apply them to English conditions our statements become 
more familiar. Cash of the first form consists of all legal 
tender money — silver and copper coin and Bank of 
England notes — that being the most widely acceptable 
form of money. Cash of the second form consists of the 
Bankers’ Deposits at the Bank of England. In the course 
of decade after decade of trust in the Bank of England, 
because the Bank of England has always been able, 
having it in its power to offer its own notes in exchange 
for deposit claims entered in its books, there has arisen 
the tradition that the Bankers’ Deposits are as useful to 
the commercial banks as are Bank of England notes. 

J ' Cash in England may then be reclassified as first, the 
silver and copper coin provided by the Mint at the in- 
stance. of the Bank of England, and second, certain 
liabilities of the Bank of England — the bank-notes and 
the Bankers Deposits. Of these two classes of cash the 
first is unimportant — the amount of it varies little, and, 
since banks and public alike endeavour to minimize their, 
holdings of such a bulky form of money, no significant 
change in the total supply of money can be initiated by 
varying the supply of silver and copper coin. With bank- 
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notes and Bankers’ Deposits the position is quite different. 
If these liabilities of the Bank of England are increased 
there may be an important increase in the supply of 
money. With the qualifications discussed in Chapter II 
the commercial banks make their acquisition of earning 
assets, and therefore the creation of bank deposits, de- 
pendent on their cash reserves. Other things being un- 
changed, an increase in the notes and ‘cash at the Bank 
of England’ held by the commercial banks leads to an 
increase in the aggregate of bank deposits, and vice versa. 
1 1f it can control the notes in the commercial banks’ tills 
l phis the Bankers’ Deposits with itself the Bank of England 
*can control the aggregate of bank deposits in the country. 

At this point we must recognize the fact that as the 
system works to-day the bank-notes have become very 
much like silver and copper coins in that they behave as 
small change. The Bank of England docs not ever by its 
( own action directly add to the notes held by the com- 
mercial banks. The latter send round to the Bank of 
England for more or send some notes back as they choose, 
adding to or subtracting from their book balances at the 
Bank, just as members of the public draw notes from the 
commercial banks in exchange for bank deposits, or take 
notes to the bank and have their bank deposits increased. 
The Bank of England allows them to draw out or pay in 
notes as they choose. When the commercial banks arc 
drawing out notes the Bank Return shows, on the liabili- 
ties’ side, a decrease in Bankers’ Deposits and, on the 
assets side, a decrease in Notes, and contrariwise. 

To the commercial banks, bank-notes, like deposits at 
\thc Bank of England, arc idle assets. They want them 
only to meet the demands of the public and to provide 
what they consider adequate till money. Accordingly 
they customarily restrict their holdings of notes to about 
.{| per cent, of their deposit liabilities to the public. If 
they draw more notes from the Bank of England it is 
either because the public are wanting more for circulation 



94 tui; nrj'JNi> t ' or n vn*M. bwk** 

or because their aggregate dtj'o it li ddlitiv* !me rbtn. 
Leaving aride the public dunrnd* for the moment let ux 
renumber that the tbpo it IL'liilitit-. of the bank* to the 
public will be determined by tie* action of the bam.*, in 
acquiring avet* . The bank*- will nut h..vi- im’rc,«rj their 
assets, *-o inci caring dc|K>Mt\ tittle -> their cadi rtsenes 
have inert.! 1 ed. At thur note lirdtiinr^ had, a* tlepnrit* 
increased, fallen short of the emtonun, q < per cent., t|o 
other part of their c.! 1 h rt < ne Hanke ra’ Deposits at the 
Bank of England — inert hate bun increased, If the Brink 
of England can determine the volume of Banl et v * Do 
potits with itself, and cm supple whatce treolunieof note* 
it appropriate to that level of Bankers’ Deposits, the Bank 
of England w ill be controlling the general operations of the 
commercial banks. 


change in the commercial banks’ c.rh loencs 
d,e public tiie chain of tu-nt.. is snrncw hat 
different, hut the* influence ts the : ame. Suppose, for 
example, that members of the public arc demanding more 
notes for cn eolation. As the \ draw notes across the bank 
counters their deposits go down as their holding of notes 
goes up. I Ik position of the commercial banks is simply 
the obverse of this: their deposit liabilities to the public 
arc going down and their aggregate cash resen to arc going 
down by the seme absolute animmL The cash ratio ha* 
therefore fallen below the usual figure, notes being vrn 
much lower, Bankers’ Deposits higher bv a less extent, 

ti IS ap f TC UC 10 thc ncw (lower) level of dc- 
cnmiwr/m ' t lc .,, an ^ England takes no action, the 
j !a ian ^ s "'ill se*t about contracting earning assets, 

nrime to C ?I C,, T d ?°: itS funhtr » to thc level appro- 
some nnt U Tr f VC J,° r , t0lal Cash * Thcv "**« also draw 
and Kotet n? l° f ! lC an r k T 0f En K lmd * Bnnken,* Deposit, 
r omnn v lC ? a ? k ° f tn 8 ,Jnd hotI > declining, while 
once moS. » ° n ° f - thc C0m mcrcial banks’ cash reserves 

this in n b£) S r ne 'V lS no . nna! complexion. Let us picture 
this m a highly schematic arithmetical example: 
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POSITION I 
(All figures in millions of £) 

Bank of England Banking Department 


Bankers’ Deposits 

too Notes unissued 

. So 

Other Liabilities 

. 130 Other Assets . 

• 150 


230 

Commercial Banks 

230 

Drptrit'. , 

• 2,200 Cash at Bank of England 

. too 


Cash in tills 

. 100 


Earning Assets 

. 2,000 


2,200 

2,200 


Ratio, Total cnsli: Deposits . . • <) per cent, J 

Ratio, Cash at Ilnnk of England : Deposits . 4$ per cent. >approx. 

Ratio, Cash in tills: Deposits . . • 4i per cent.J 


POSITION II 

(after public has drawn £50 millions notes into 
circulation) 


Bank of England Banking Department 

Bankers' Deposits . 100 Notes unissued . . 80 

Other Liabilities . . 130 Other Assets . . .150 

~ 3 ° =30 

Commercial Banks 

Deposit*- . . . . 2,t$o Cash at Bank of England . 100 

Cash in tills ... 50 

Earning Assets . . 2,000 

2,150 2,150 

Ratio, Total cash: Deposits . . . 7 per cent. *) 

Ratio, Cash at Bank of England: Deposits . 45 per cent. >approx. 

Ratio, Cash in tills: Deposits . . . 2J per cent.J 


POSITION III 

(after commercial banks have reacted to fall in cash 

reserves) 

Bank of England Banking Department 
Bankers’ Deposits . . 75 Notes unissued . . 55 

Other Liabilities . . 130 Other Assets . . .150 

205 


205 
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Commercial Banks 

Deposits . *>650 Cash at Bank of England . 75 

Cash in tills . - • 75 
Earning Assets . • 1,500 

1,650 1.650 . 

Ratio, Total cash: Deposits . * -9 P cr cent. 

Ratio, Cash at Bank of England: Deposits . 4J per cent. >appror. 

Ratio, Cash in tills: Deposits . - • 4 i P er cent.J 

Position III may never be reached. For if the com- 
mercial banks feel confident that the notes will be coming 
back from the public directly, they will not bother to 
disturb their earning assets. When the public ‘pay the 
notes into their accounts’ again the banks simply revert to 
Position I. This is what must happen to some extent 
every day the banks are open. In the morning spenders 
of money are drawing notes out to meet the day’s needs. 
The notes pass into the hands of tradesmen. Just before 
three o’clock all the tradesmen’s cashiers run round to the 
bank and in go the notes again. More notes are paid in 
first thing next morning perhaps (partly through ‘night 
safes’). The banks perhaps approximate to Position I at 
10.30 a.m., move towards Position II until 2.30 p.m., 
then till a little after opening time on the following morn- 
ing they are moving back to Position I. The same thing 
happens at week-ends. On Friday afternoon the em- 
ployers’ cashiers go to the banks and draw- out notes, 
these notes being paid out in wages that evening or Satur- 
day morning. During Saturday afternoon and evening the 
workers and their waves are paying the money to trades- 
men, and on Monday morning to the rent-collector, and 
back come the notes into the banks. On Friday morning 
and Tuesday morning the banks are in Position I, but they 
had moved to Position II by Saturday morning and then 
back again. 

It is perhaps by now apparent to the critical reader that 
the word Notes has been used throughout the last few' 
paragraphs to mean ‘Bank-notes plus silver and copper 
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coin’. This is true even of the simplified accounts in the 
example. The silver and copper coin is a small part of the 
total, but it behaves in precisely the same way. It is, as 
we shall see when discussing the regulation of the note 
issue, the Bank’s business to sec that it always lias an 
^adequate reserve of notes and coin to meet the demands of 
the commercial banks. But notes and coin are alike in 
their behaviour. Notes behave as the ‘small change’ to 
bank deposits. 

In deciding whether to pass to Position III the banks 
have to consider whether their cash ratio is unduly low 
for the moment only. But there is another possibility 
open, which will avert the necessity of passing to Position 
III even when the banks feel obliged to restore the cash 
ratio. The drop in the cash ratio has occurred because, in 
the face of a public demand for more cash for circulation, 
the Bank of England has remained purely passive. If, 
however, it is within its power to force an appropriate 
< increase in Bankers’ Deposits the cash ratio will be main- 
tained. The commercial banks will find the composition 
jof their cash unusual, till money being short; but they can 
’replenish it by drawing on their deposits at the Bank of 
^England. The final position is then as below: 

POSITION III A 

(after the Bank of England has provided more cash) 

Bank of England Banking Department 
£ millions 


Binher*’ Deposits 

. 07 Notes unissued 

33 

Other Liabilities 

, 130 Other Assets 

>94 


C'mvnercia! Banks 


Deposits . 

. 2,150 Cash a: Bank of England 

0/ 

Notrs in till 

. 97 


Iktrnin;; Assets 

- 1,056 


2,150 

2,150 

Cash ratios: as in Positions I and III. 
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In this position the bank? have not reverted entirely to 
Position I. The volume of deposits is smaller by the £50 
millions which the public offered in exchange for the notes 
taken into circulation. The total supply of money of all 
kinds in the hands of the public will, however, be the same 
as in Position I— the notes in circulation being up by the 
same amount as deposit liabilities of the commercial banks 
arc down. This result may be desired by the Bank of 
England; but it may prefer a position in which the earning 
assets of the commercial banks are undisturbed. In that 
event the Bankers’ Deposits must be forced back to the 
original £100 millions level, and the Bank of England will 
lose £3 million more of notes to the commercial banks. 
The latter will revert precisely to Position I ; but the Bank 
of England’s position will be somewhat different: 

POSITION III B 
Bar.h of England Banking Department 
£ millions 

Bankers’ Deposits . . too Notes unissued 
Other Liabilities . . 130 Other Assets . 

2 3 ° 23 ? ' 

Commercial Banks 
(as in Position I). 

The reader can easily reverse the figures in order to 
follow the effects of the public’s paying notes into the 
banks. 

Whatever the public’s action in drawing notes from or 
paying notes to the commercial banks the Bank of England 
; has control over the situation provided that it can manipu- 
late Bankers Deposits at will. Our analysis of the effects 
of a flow of notes from the banks to the public has been 
designed simply to show that, whatever the public is re- 
quiring in the way of cash, the volume of deposit liabilities 
of the commercial banks depends upon Bankers’ Deposits 
at the Bank of England. How can the Bank of England 
control this figure ? 
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The careful reader will perhaps already have noticed 
the clue to the answer in a certain difference between 
Position I and Position III b above. In the Position III b 
the commercial banks stand in precisely the same position 
as in Position I. In the Bank of England the liabilities’ side 
is the same in the two positions; but the composition of 
the assets side is different. Between Position I and Posi- 
tion III n the notes resting in the Bank of England have, 
gone down by £$° millions — this amount having passed 
through the commercial banks to meet the increased 
demands of the public. The item ‘Other Assets’ has in- 
creased by £50 millions. The Bank of England has 
increased its earning assets by £50 millions, to provide 
the increase in cash required for circulation. To see what 
these ‘Other Assets’ might be we must turn back to the 
full Bank Return on pp. 83-4, where we see that the assets 
other than Notes (and coin) are Government Securities, 
the two classes of ‘Other Securities’ and, in the Issue 
Department only, gold. The Bank of England provides 
cash by buying securities or gold. Sometimes the change 
occurs, if the Bank docs not take the initiative, through 
the commercial banks calling in money-market loans, the 
discount houses being forced into the Bank, and Discounts 
and Advances rising. Or, under sopic conditions, people 
may be selling gold to the Bank. \JBut if the Bank has 
deliberately set about helping the 'banking system to 
provide the increase in cash without disturbance, and 
there has been no increase in gold available, it vail have 
bought Government Securities. In the latter event it is 
said to have engaged in ‘Open Market Operations’.; The 
term Open Market Operations also covers the converse 
process — when the Bank sells securities in order to reduce 
Bankers* Deposits. 

Ju<t as the commercial banks in fact control the deposit 
liabilities of the public by acquiring assets of various kinds, 
offering bonk balances in exchange, so the Bank of 
England controls the level of its own liabilities by con- 
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trolling the volume of its assets. Changing its assets some- 
times simply occurs because the Bank of England complies 
with the wishes of people who come to it offering assets — 
e.g. bills of exchange or gold, just as a commercial bank 
can change its assets by the bank manager sitting in his 
office and saying that Mr. X can overdraw his account as 
he desires, or by the cashier accepting notes offered over 
the counter. Alternatively the Bank of England can change 
its assets by going out into the market seeking securities 
or some other assets, just as the commercial bank can add 
to its assets by buying government bonds through the 
Stock Exchange, or by buying new offices from a builder. 

The control of assets gives the Bank control over its 
total liabilities. But Bankers’ Deposits, which we have 
seen as regulators of the commercial banks, are not the 
only liabilities of the Bank of England. The accountings 
liability' to the Treasury' as stockholder of course never 
changes, and may therefore be ignored. There remain 
the items Public Deposits and Other Deposits (Other 
Accounts). A rise in the Government’s balances while the 
Bank of England’s total assets, and therefore total liabi- 
lities, remain the same implies a fall in Bankers’ Deposits. 
By itself every payment made to the Government has this 
effect and every' payment made by the Government has 
the opposite effect. If, the Bank of England’s assets re- 
maining unchanged, payments to the Government exceed 
payments by the Government, Public Deposits rise while 
Bankers’ Deposits fall. This fall implies a decline in the 
cash ratio of the commercial banks. It seems that the 
commercial banks often ignore those temporary' declines 
in the cash ratio occasioned by' temporary rises in Public 
Deposits; but any prolonged change would lead the com- 
mercial banks to contract credit somewhat, in response 
to the decline in their cash reserves. A movement in 
Other Deposits (Other Accounts) would work in the same 
way, though such movements are rarely either pronounced 
or prolonged. If the Bank of England, seeing the com- 
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position of its liabilities change, is unwilling to allow the 
disturbance to affect the operations of the commercial 
banks, it must manipulate its total assets (and therefore its 
total liabilities) in such a way as to counteract the effect on 
Bankers’ Deposits of the change in say Public Deposits. 
If, for instance, heavy tax payments raise Public Deposits, 
the Bank must expand its total assets, so that total liabili- 
ties arc increased by the same amount as Public Deposits. 
Bankers’ Deposits will then be unchanged and the com- 
mercial banks will be able to leave their earning assets 
undisturbed. ’ As long, therefore, as the Bank of England 
(is able to manipulate its total assets the existence of these 
[liabilities other than Bankers’ Deposits docs not destroy 
the Bank’s complete control over the amount of Bankers’ 
Deposits. 

We have in this section shown how the Bank of England 
controls the commercial banks’ cash reserves in a general 
way only. Our answer to the question, how does the 
Bank of England control the amount of Bankers’ Deposits? 
lias been answered only by the general statement: By 
increasing and reducing its total assets. This general 
answer we are now to supplement by giving some detailed 
description of the mechanism by which the Bank’s opera- 
tions govern the volume of Bankers’ Deposits. 

III. The Mechanism of Controlling Cash 

We shall consider in this section the mechanism by 
which changes in Bankers’ Deposits arc brought about by 
changes of three kinds: (i) Purchase of Treasury Bills, in 
the market, by .the Bank of England; (2) Purchase of gold 
from ordinary bullion dealers by the Bahk df England; 
and (3) an excess of payments to the Government “over 

! The operation would leave them with a very slightly higher cash 
ratio {their deposits having gone down as Public Deposits at the Bank of 
England went tip). If the Bank of England saw the commercial banks 
reacting to this by expanding their earning assets, ft might well disapprove 
and reduce m own assets again slightly, thereby reducing Bankers’ 
Deposits to the required level, 
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payments by the Government (a rise in Public Deposits). 
The first two of these changes are examples of additions 
to the assets of the Bank; the last is an example of a change 
in the composition of the total liabilities of the Bank. In 
all cases we shall stop short when we have shown how 
Bankers’ Deposits are directly affected: the reactions of 
the commercial banks to the changes are dealt with else- 
where. Cases (x) and (2) must not be confused with, 
respectively, (a) Purchase of Treasury Bills directly from 
the Government, and (b) Purchase of gold from the Ex- 
change Equalization Account. These last two cases are 
discussed later in the book. 

First, then, the mechanism of a purchase, by the Bank 
* of England in the money-market, of Treasury Bills. This 
case has the advantage in simplicity over Case (2) for the 
Issue Department of the Bank is not affected. We can 
confine ourselves to the Banking Department and to the 
commercial banks. The position of these at the outset is: 


Private Capital and Rest 
Public Deposits 
Bankers* Deposits 
Other Accounts 


Deposits . 


POSITION I' 

Bank of England Banking Department 
£ millions 

• 18 Government Securities . no 

• to Other Securities . . 2J 

• 100 Notes, &c. ... 30 

• JL 

163 165 

Commercial Banks 

■ 2,200 Cash in hand and at Bank of 

England . . . zoo 

Earning Assets . . 2,000 


2,200 


2,200 


The Bank of England, wishing to force an expansion oi 
a ers Deposits in order to force a general monetarj 
expansion, buys in the discount market Treasury Bills 

sake of j; xamp!es many ltems have been grouped together foi 

merckflb^wi , F ° r "T® detaded analysis of Bank of England and com- 
mercial-bank balance-sheets see PP . 83-4 and 29-33, respectively. 
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previously held by institutions other than the banks , 1 to 
the amount of £ 10 millions. Its holding of government 
securities goes up by .£ro millions (Treasury Bills being 
one class of government securities). The Bank pays for 
the bills by giving the sellers cheques on itself. These 
institutions acquire, in exchange for the Treasury Bills 
they had been holding, claims against the Bank of England. 
They will generally bank with one or other of the great 
joint-stock banks. They pay the cheques they have re- 
ceived into their accounts with the commercial banks. 
Then the deposit liabilities of the commercial banks have 
risen by £10 millions, and to set against this increase in 
liabilities they have now passed on to them by the reci- 
pients these cheques, which are claims against the Bank 
of England. We can conceive of a momentary Position II : 


POSITION II 

Bnr.k of England Banking Department 
£ millions 


Capital and Rest 

18 

Government Securities 

120 

Public Deposits 

Bankers’ Deposits 

. 10 

Other Securities 

25 

. 100 

Notes, See. 

30 

Other Accounts 

• 37 



Unpaid Cheques 

10 




121 


*75 


Commercial Banks 


Deposits . 

■ 2,210 

Cash in hand and at Bank of 



England 

200 



Earning Assets 

Claims ngainst Bank of Eng- 

2,000 



land on account of Unpaid 
Cheques 

JO 


2,210 


2,210 


The commercial banks do with these cheques on the 
Bank of England what they do with all cheques drawn on 
other banks and paid over their counters— they present 
them through the Clearing House. Ignoring all other 

* The great Joint-stock banka, it will he remembered, do no: ordinarily 
re-wlt lull?. 
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changes, the Bank of England will find itself on the day’s 
clearing £10 millions in debt to the commercial banks. It 
takes the unpaid cheques and pays them in fact by adding 
£10 millions to the banks’ balances with itself — Bankers’ 
Deposits. The position then becomes: 

POSITION III 

Bank of England Banking Department 
£ millions 

Capital and Rest . . 18 Government Securities . 120 

Public Deposits . . to Other Securities . . , 25 

Bankers’ Deposits . . no Notes, &c. . . . 30 

Other Accounts . . 37 

175 I 7 S 

Commercial Banks 

Deposits .... 2,210 Cash in hand and at Bank of 

England . . ... 210 

Earning Assets . . 2,000 

.' 2,210 2,210 


: Fundamentally what has happened is that the Bank has 
i taken Treasury Bills from the market, giving its own 
; I O U s in exchange. These I O U’s, in the form of 
cheques, are by the former holders of the bills , exchanged 
; at the commercial banks for book I O U’s of these last 
(ordinary bank deposits). The commercial banks take the 
a of England I O U’s, in the form of cheques which 
ey haw now taken over from the original payees, to the 
Bank, which exchanges them for Bank of England I O U’s 
m the form of book entries (Bankers’ Deposits). Treasury' 
Bills are of course British Government I O U’s. The 
entire process is an orgy of swapping I O U’s. At the end 
°; xt a !},. the Government owes to the Bank of England 
\a- f° nS to P u blic j£io millions less than 

j ! 5 ore ‘ b an k of England owes the commercial 

an s /10 millions more, and these owe the public /io 
mi 10ns more. The monetary significance of the opera- 
ion epen s on the fact that these debts of the commercial 
banks to the public are new money, and on the fact that 
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the commercial banks, finding their cash ratios increased, 
will now proceed to get still more into debt with the 
public — so further increasing the supply of money. 1 

The process is precisely reversed if the Bank of England 
wants to force a reduction in Bankers’ Deposits. It sells 
Treasury Bills in the market and is paid by the buyers 
with cheques drawn on their accounts with the joint- 
stock banks. The latter’s deposit liabilities to the public 
are thereby reduced; but at the same time the Bank of 
England has secured cheques drawn on them. The Bank 
secures payment of these cheques by deducting their amount 
from the balances in its books of the commercial banks — 
i.e. from Bankers’ Deposits. The Bank of England in effect 
says to the commercial banks; ‘Your customers have passed 
on to us your I O U’s to the amount of £ 10 millions. Very 
well, we shall let you settle the debt by reducing our debts 
to you by the £10 millions.’ Thus asale of securities by the 
Bank of England reduces Bankers’ Deposits. ✓ ' 

Secondly^ there is the ‘gold standard’ case, not now of 
practical interest, In which the Bank of England purchases 
gold from ordinary bullion-dealers. The Bank of England 
is, under the Act of 1939, empowered to issue notes against 
gold valued at the market price. 

The position at the outset is: 

POSITION I 

flank of England lime Department 


Notes Issued: 

£ millions 

Securities (amount of Fidu- 


In Circulation 

270 cinry Issue) . 

200 

In Bvthine Department . 

30 Gold .... 

100 


300 

300 

Bank oj Dr, 

gland Banking Department 


Ilsr.irn* Deposits 

100 Gosemmem and Other So- 


Othrr Liabilities 

fts curities 

*35 


Notes .... 

3 ° 



165 


1 Another reaction which wilt come rooncr or later is n change in the 
composition of the bants* cash reverses. 
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Commercial Banks 

Deposits .... 2,200 Cash in hand and at Bank of 

England . . • 200 

Earning Assets . • 2,000 

2,200 2,200 

Then suppose that the bullion-dealers bring to the Bank 
of England gold which the Bank buys for £ 10 millions. 
The dealers take cheques on the Bank of England. In the 
Bank of England the separation into two departments 
complicates accounts. The Banking Department has paid 
in cheque for gold; but it does not hold the gold itself. 
The gold is passed to the Issue Department, which is then 
allowed by law to issue £10 millions more in notes. The 
notes are paid by the Issue Department to the Banking 
Department as the price of the gold. In the Banking 
Department, Notes among the assets are increased by 
£10 millions — against which there are these cheques out- 
standing. The bullion-dealers who received cheques on 
the Bank of England will pay them into their accounts 
with the ordinary' banks. These latter have their deposit 
liabilities to the public thus increased by £10 millions; 
and they hold Bank of England cheques which they’ present 
through the Clearing House and which are met by £10 
millions being added to Bankers’ Deposits (as in Case 1). 
We can this time for brevity’ omit the intermediate posi- 
tion and show the final position as: 

POSITION II 

Bank of England Issue Department 
£ millions 

Notes Issued: Securities (Fiduciary Issue) 200 

In Circulation . . 270 Gold . . . . uo 

In Banking Department . 40 


3^0 


Bank of England Banking Department 


Bankers’ Deposits 
Other Liabilities 


65 


Government and Other Se- 
curities 

Notes . . . . 


310 


*35 

40 
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Commercial Banla 

Dcpoi.it* .... 2,210 Car, h in hand and at Bank of 

England . . . 210 

Earning Assets . . 2,000 


2,210 2,210 

Bankers’ Deposits have been increased by the amount of 
the gold influx into the Bank of England, and the forces 
of the monetary expansion are in motion. 

The mechanism by which an efflux of gold forces a 
'reduction of Bankers’ Deposits may easily be realized by 
{reversing the argument. And by combining Case 1 with 
'the reverse of Case 2 the reader can see how the Bank of 
England can 'offset’ the effects on the banking system of 
an efflux of gold. By open-market operations like Case 1 
and its reverse the Bank of England can insulate the 
banking system from the effects of international gold 
flows. The Exchange Equalization Account is simply an 
institution for using this technique on a grand scale in 
secret, and since 1939 it has held practically all the gold 
and has absorbed the shock of all gold movements. 

Finally we take Case 3, in which an excess of govern- 
ment receipts over government disbursements causes a 
rise in Public Deposits at the Bank of England. What is 
the mechanism by which a net payment is made by mem- 
bers of the public to the Government? The individuals 
draw cheques, for say £10 millions, on their accounts 
with the commercial banks, the cheques being in favour 
of the Government. The Exchequer officials ‘pay the 
cheques into the account’ at the Bank of England. Public 
Deposits rise by £ 10 millions. The Bank of England now 
holds among its assets these cheques, claims against the 
commercial banks. It presents the cheques to them, taking 
at the same time £to millions off their balances with it — 
Bankers’ Deposits have decreased by £10 millions. The 
cash reserves of the commercial banks have fallen by £10 
millions and their liabilities also fall by that amount, for 
they deduct the amounts of the various cheques from the 
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balances (deposits) of the customers who have drawn 
them. At the outset suppose the position to have been : 
POSITION I 

Bank of England Banking Department 
£ millions 


Public Deposits 

AJ 

. 10 

Government and Other Se- 


Bankers’ Deposits 

. 100 

curities 

I3S 

Other Liabilities 

• JS 

Notes .... 

jo 


165 


J&S 


Commercial Banin 


Deposits . 

. 2,200 

Cash in hand and at Bank of 



England 

200 



Earning Assets 

2,000 


2,200 


2,200 


Then, after government receipts have exceeded govern' 
ment disbursements by £10 millions, we have:' 

POSITION II 


Bank of England Banking Department 
£ millions 


Public Deposits 

. 20 

Government and Other Se- 


Bankers’ Deposits 

go 

curities 

I3S 

Other Liabilities 

• _SS 

Notes .... 

3° 


*<>5 


2^5 


Commercial Banks 


Deposits . 

. 2,190 

Cash in hand and at Bank of 




England 

190 



Earning Assets 

2,000 


2,190 


2,190 


In Case 3, unlike Cases 1 and 2 above, there has been 
no change at all in the assets of the Bank of England. The 
Bank has taken no positive action : a mere redistribution 
of its liabilities has been sufficient to set in train forces of 
monetary contraction. 

The mechanism is the same if instead of the Govern- 
ment and its balance called Public Deposits we write the 
Bank of England’s ordinary banking customers and their 
balances called Other Accounts; but changes of the latter 
type are of much less significance. 
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IV. Operation of the Bank of England as fonder of Last 

Resort f A 1 ) 

K 

The last section has shown how the Bank of England 
can manipulate its assets with the design of fixing Bankers’ 
Deposits at a certain level. But we have allowed ourselves 
to forget the position of the Bank of England as ‘lender of 
last resort’. Willingness to act as lender of last resort is 
. fundamental to good central banking.' The object of the 
! central bank must be to' influence economic events by 
influencing the way people are spending money: it must 
) have power to prevent a change in the composition of the 
1 public’s demand for money from having any undesired 
^effects on economic activity. If the public wants to hold 
'rhore cash and less bank deposits, the central bank must 
be ready to provide more cash. Changes such as these it 
can meet by varying its assets, as we have seen above. 
But for confidence to be complete there should be no need 
to await central-bank initiative at a time of urgency. It 
must be. recognized that the central banks’ duty is to lend 
on demand — to take up assets in exchange for its own 
promises, which are called cash. This was a lesson 
which Bagehot taught in his Lombard Street, and in this 
country at least the lesson has never had to be learned 
again. 

‘In London the function of the central bank as lender of 
last resort is performed indirectly. There is the highly 
developed market for short-term paper described in 
Chapter III. The commercial banks lend money to the 
discount houses, so enabling the latter to hold bills. The 
commercial banks regard these money-market loans as 
highly liquid because they know that the discount houses, 
unlike the ordinary business borrower, can pay up on 
demand. The discount house can, in spite of the fact that 
it holds practically no money, meet any demands of the 
commercial banks because it can take bills to the Bank 
of England and there secure, either by advances or 
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rediscounting the bills, funds with which to meet the 
commercial banks’ demands. When tlie market goes to! 
the Bank it is the duty of the Bank to lend. The Bank of; 
England, it is true, has no such legal obligation; but the! 
duty is implicit in its position as central bank, and since 
Bagehot wrote it has never been questioned. 

This functioning of the central bank is a serious 
; stumbling-block for us: for it appears that, when it 
recognizes its. duty as lender of last resort, the central 
;bank abjdicatejJits position as controller of the cash re- 
serves. The Bank remains the only ultimate source of 
cash; but it promises that it shall be as a widow’s cruse! 
The Bank of England may dispose of assets in order to 
reduce Bankers’ Deposits; but the commercial banks, 
working through the discount market, can proceed to 
replenish Bankers’ Deposits by calling upon the Bank of 
England to create more cash in response to the demands 
of the market. Suppose the position at the outset to be 
summarized: 

POSITION I 

Brink of England Banking Department 


Bankers’ Deposits 

£ millions 

. ioo Government and Other Sc- 


Other Liabilities 

• 70 curities 

120 


Discounts and Advances . 

IO 


Notes .... 

40 


170 

*70 

Deposits . 

Commercial Banks 

• 2,200 Cash in hand and at Bank of 



England 

200 

Money at Call and Short 


Notice 

150 

Other Assets . 

1,850 

2,200 

2,200 


Then the Bank of England, wishing to force a contrac- 
tion of credit, sells securities to the amount of j£io 
millions. 
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POSITION II 

Bank of England Banking Department 
/) millbrit 

Bankers’ Deposits . . go Government and Other Sc- 

Other Liabilities . . 70 curities . . .no 

Discounts and Advances . 10 

Notes .... 40 

160 160 


Commercial Banks 

Deposits .... 2,190 Cash in hand and at Bank of 

Enplnnd ■ • .190 

Money at Call and Short 
t Notice • • .150 

Other Assets • • • 1 ,850 

2,190 2 A 9 Q 

The commercial banks, then, finding their cash reserves r 
short, resort to their second line of defence; they demand 
repayment of some of the loans tliey have made to the 
discount market. The discount houses secure the £10 mil- 
lions by obtaining advances at the B a nbofThgla n d (which 
as lender of last resort” cannot refuse to accommodate 
them), and pay the £ 10 millions, in cheques on thc'Bank 
of England, to the commercial banks. Bankers’ Deposits/ 
therefore rise again by the £10 millions — they are back 5 - 
again at £10 millions. The position may be summarized : 

POSITION III 


Bank of England Banking Department 


Bankers’ Deposits 
Other Liabilities 


Deposits . 


r r-itirw' 

100 Government and Other Se- 


70 curities - * .no 

Discounts and Advances . 20 

Notes .... 40 



Commercial Banks 

. 2,190 Cash in hand and at Bant: of 

England • * » 200 

Money at Call end Short 

Notice * > • 14° 

Other Assets . • .1 ,850 
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Bankers’ Deposits are restored: the cash basis is just as 
great as it was before. Has the Bank of EngLyid. undone 
with its left hand what it so carefully did with its right 
hand? Not entirely. There are certain differences be- 
tween the position at the outset and that now reached. 

Of the four differences, three may be perceived by a care- 
ful comparison of the figures in Positions I and III above. 
First, there has been a redistribution of the Bank of 
England’s assets: Securities are down by £10 millions, 
and Discounts and Advances are up by that amount. 
This, however, is unlikely to bother a central bank, which 
is not working for maximum profits. Second, there is a 
change in the assets held by the public: the public holds 
£10 millions less money (deposits at the commercial 
banks) and .£10 millions more of securities (those sold by 
the Bank of England). The redistribution must have 
forced some change in interest rates; 1 but ordinarily the 
change will have been infinitesimal and can be ignored. 
Third, there is a change in the ratios which the liquid 
assets of the commercial banks bear to the deposit liabi- 
lities. The cash ratio and that of bills is up a trifle; but 
the proportion of other liquid assets — Money at Call and 
Short Notice — is more seriously down. Were this dis- t 
turbance of liquid assets the result of a shortage of suitable, 
assets in the market, the banks, following .the . second';-* 
liquidity rule, might be prepared to acquiesce. 'iBiit in the j ' 
case we are considering they are on the whole likely tcT 
seek to reduce as soon as possible their other earning 
assets. On balance the repercussions will be contractionist. 

The fourth and most important difference between the 
original and the final position does not appear in the 
figures above. This change is that Bank Rate has been 

1 Money being an asset the holding of which entails sacrificing either 
current consumption or investment income, the public will be induced to 
hold more money and less securities only if the money price of the latter 
is raised to less attractive levels. Alternatively one can say that the prices 
of the securities must be raised so that the interest yield is less, in order 
to reduce the sacrifice entailed by the holding of barren money. 
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made 'effective'. The discount houses have to obtain funds 
at the Bank of England to replace funds called in by the 
commercial banks. Now whereas they can generally 
obtain funds from the commercial banks at rates 1 or 
per cent, below Bank Rate, at the Bank of England they 
have to pay Bank Rate, or, if they are using the Advances 
method, l per cent, above Bank Rate. The higher cost of 
I their ‘raw material’ makes it necessary for them to raise 
! the rates at which they will discount new bills. Discount 
Iratcs in the market therefore move up towards Bank Rate, 
If it chooses, the Bank can then raise Bank Rate with the 
assurance that market rates will also rise: the fact that 'the 
market is in the Bank’ enables it to make effective any 
Bank Rate it chooses to announce. The Bank of England 
acting as lender of last resort never refuses to create cash 
on demand : but it can impose its own price. 

As the ultimate source of cash the Bank of England thus 
exercises effective control over those short-term rates of 
interest which are quoted in the discount market. But the 
influence of Bank Rate is far wider than that. Experience, 
into which we need not enter here, has led to the com- 
mercial banks’ adopting the official Bank Rate as the basis 
for wellnigh automatic sliding scales for the general run 
of their own business!'; Commercial banks earn their living 
primarily by offcringmoncy now (deposit entries in their 
own books) in exchange for claims of various kinds to 
money in the future, charging interest as the price of their 
service. For liquidity reasons they generally prefer the 
claims which they accept to be ‘short-term assets’. Their 
operations are" accordingly in general essentially short- 
term loan operations, and the banks arc by far the biggest 
operators on this side of the short-term market. Regula- 
tion of their terms bv Bank Rate accordingly makes the 
latter the guide to short-term interest rates in general. 
The rates charged for ordinary overdraft advances, for 
example, though always above Bank Rate are generally sub- 
ject to a 'Bank Rale clause* providing, with reservations, 
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for automatic change following a change in Bank Rate. 
Loans to the discount market are almost completely sub- 
ject to Bank Rate variations, and we have already seen 
how discount rates are governed by the official Rate. The 
commercial banks pay a rate of interest to people who hold 
unchequeable balances (Time Deposits) with them, and 
this rate (a short-term interest rate, since the deposits are 
exchangeable for cash at short notice) is frequently also 
subject to a Bank Rate clause. 

Fulfilment of its duty as lender of last resort, then, does 
not destroy the Bank of England’s power over the banking 
system. * Its functioning as lender of last resort does mean’'" 
that its powers over the aggregate supply of money are 
subject to some temporary handicap; but as the ultimate 
source of cash it can always exercise great influence over 
the prices at which the money is made, available to the 
people (borrowers) who want to spend it.! The effect of" 
this price control, or ‘Bank Rate policy’, oh the economic 
situation is considered in a later chapter. 

V. The Regulation of the Note-Issue 

In the preceding sections we have shown how the 
central bank bases its power on its position as the ultimate 
source of cash. In the example of the Bank of England, 
regulation of the amount of Bankers’ Deposits gives the 
Bank the power it needs. But the habits of the public in 
wanting notes and smaller change in varying amounts 
and the dependent habit of the banks in wanting notes, 
Sec., to hold in their tills involve a connexion between 
Bankers’ Deposits and the issue of notes and smaller 
change. 

The commercial banks adjust their earning assets, and 
therefore their deposit liabilities, to changes in their cash 
reserves. . Haying made a given adjustment in their total 
deposit liabilities, they seek to adjust their till money to 
the new level of deposits, by exchanging part of Bankers’ 
Deposits for notes, or notes for Bankers’ Deposits, accord- 
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jng to whether the change has been expansionist or con- 
trnctionist. This change in the banks’ till-money require- 
ments is likely to be reinforced by changes, in the same 
direction, in the public’s demand for notes for circulation. 
In controlling the volume of Bankers’ Deposits the Bank 
of England must always remember that an increase in 
Bankers* Deposits is certain to lead to an increased de- 
mand for notes, and that a decrease in Bankers’ Deposits is 
certain to lead to a decreased demand for notes. The careful 
readcrwillhavenoticedthatin all the schematic examples wc 
have analysed in the preceding sections the Bank has been 
assumed to have a reserve of unused notes adequate to meet 
all the demands which arise. Wc have now to examine the 
circumstances which regulate that reserve of unused notes. 

What is true of the influx and efflux of notes at the 
Bank of England is equally true of the influx and efflux 
of smaller change — silver and copper coin. The Bank of 
England must always be prepared to exchange Bankers’ 
Deposits for silver or copper coin on demand, in order 
that the commercial banks may always be prepared to 
exchange the deposits of the public for silver or copper 
coin on demand. The Bank of England must therefore 
always have an adequate supply, else its regulation of 
Bankers’ Deposits may be cramped. The English system 
of providing subsidiary coinage (for so the silver and 
copper coins arc described by economists) docs ensure 
that the Bank of England shall always have at its com- 
mand an adequate supply. The coins are produced by 
the Royal Mint, which is a government department. The 
Royal Mint buys metals in the ordinary metal markets 
and engages labour, &c., to make the metal into coins. 
It makes its payments (just as docs any other government 
department) by drawing on the Public Deposits at the 
Bank of England, It is always prepared to sell new coins 
on demand to the Bank of England, If the Bank of 
England find 6 ; that its reserves of silver coin are running 
low (as a result of the commercial banks’ having been 
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drawing silver coin from it) it hup some more from the 
Royal Mint. The Bank pays the Mint by adding the 
appropriate sum to the balance of that government de- 
partment, so Public Deposits are increased. Meanwhile 
the Royal Mint is paying for its raw materials, labour, &c., 
by transferring its bank balance (part of Public Deposits) 
to individuals. This, like any other government disburse- 
ment, adds to Bankers’ Deposits— indeed it restores them 
roughly to the level at which they stood before the com- 
mercial banks drew on them to obtain the silver coin 
wanted by the public. There is no restriction on the sup- 
ply of this money. The Bank of England, in regulating 
the volume of Bankers’ Deposits, need never stop to think 
whether it will be able to supply the appropriate amount 
of silver (and copper) coin. The Bank has a free hand. 

Curiously enough this system does not apply to the 
issue of that other form of small change which we call 
notes. The Bank of England allows the commercial banks 
to draw out or bring in notes, just as it allows them to 
draw out or bring in silver, as they please, the transaction 
always being one of exchanging Bankers’ Deposits for 
notes or coin, or vice versa. But whereas when it pays out 
coin the Bank of England knows that there is the in- 
exhaustible fount of the Royal Mint behind it, always 
ready to replenish an ebbing stock, in the case of notes 
there is no such inexhaustible fount. No Royal Mint sells 
notes to it on demand. Instead there is its own Issue 
Department which, unlike the Royal Mint, is not allowed 
to coin money without restriction. The restrictions im- 
posed on die Issue Department by the Currency and 
Bank Notes Act of 1939 may be recapitulated here. The 
Issu e Departmen t Js_aliowccLtoJssuejiQte s to _t he~value, ' 
at th e official market price, of the gold it h olds. In 
add ition i t is allo wed to ' iss ue notes, ‘unb acke d’ by-gold, 
t o tlie valjy~IT~T^6o^jTii[hons , or whate v er su m m ayJkc_ 
agreed upon~by the 1 reasury on application bv the 
Bank. Treasury permission to raise this ‘Fiduciary issue’ 
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above £260 millions for more than two years is subject to 
parliamentary review. At the moment (May 1946) the 
Fiduciary Issue is £1,400 millions. 

The superficial effect of these restrictions on the Bank’s 
operations is that, in regulating the volume of Bankers’ 
Deposits, it must always keep an eye on its reserve of 
unused notes. Unless the sterling price of gold rises, 1 the 
Bank can only add to its supply of notes by securing more 
gold or by securing Treasury consent to an increase in 
the Fiduciary Issue. When more gold is brought to it 
by bullion-dealers the increase in Bankers’ Deposits is 
automatically accompanied by an increase in the legal note 
issue so that the Bank need not worry about where the 
notes arc coming from to support the increase in Bankers’ 
Deposits. But when the Bank wishes to cause an increase 
in Bankers’ Deposits when no gold is coming in, or when 
it wishes to protect, by open-market purchase of securities, 
the level of Bankers’ Deposits from the result of an efflux 
of gold (which reduces the legal note-issue), it finds its 
hands tied. Its policy becomes subject to explicit T reasury 
approval and ultimately to parliamentary review. 

It is worth pausing for a moment to consider why, when 
its general operations were still in form free from govern- 
ment control, the Bank of England was so tied to Treasury 
approval whenever note-issue movements were in question. 
The complete freedom which marked the issue of coin 
stood in curious contrast to the hedging-about of the 
issue of bank-notes. Why this contrast? The full answer 
is one of the most extraordinary stories in monetary 
history, far too long a story' to tell here. 2 The main point 
is that while authorities long ago recognized that silver 
and copper coin forms no significant part of the total 
supply of money, and that an increased facility of supply 
thereof will induce no one to spend money more freely, 

* Implying a change m the imports!!*, foa-h-pi exchange rate*. 

1 The trsiitr tin. S rnurfi of the story in Feave.jrye.5r. Ti.t t*aunl 

Sstr h*y, isftU ttrrputv, liritith /kmsrtg' Stziutti anJ Datuurtniu 
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bank-notes were regarded as a substantial part, indeed 
sometimes the main part, of the total supply of money. 
Tying the supply of notes to the supply of gold therefore 
implied making the supply of money dependent on the 
supply of gold — which was what people in those days 
wanted to do. Later, when -it was realized that bank 
deposits formed the bulk of the supply of money, the chain 
became more complex. The supply of bank deposits, it 
was argued, depended on the supply of cash. The supply 
of cash depended on the supply of notes. Therefore tie 
the central bank’s hands, in creating cash, by tying the 
supply of notes to the supply of gold. Then the supply of 
money would be regulated by the supply of gold — which 
was still the desideratum. Such was the position reached 
before 1914. People still paid lip-service to this ‘Cur- 
’ rency Principle’ and to the Bank Charter Act of 1844 in 
which it was enshrined. They had in fact found ways of 
working the system on other lines, but still within the 
framework of the 1844 Act. 1 When the system was re- 
enacted in 1928 the general principle of tying the note- 
issue to the supply of gold was retained; but it was made 
subject to Treasury power to adjust the Fiduciary Issue 
on application by the Bank of England. Even in 1939 
more than a vestige of the old way remained. The note- 
issue and therefore also the general operations of the 
central bank remained nominally tied to gold; but the gold 
valuation became variable and the Fiduciary Issue became 
so elastic that we can almost forget the tie with the gold 
supply. The vital tie became that which subjected the 
Bank of England to Treasury approval. Thus the legal 
framework of subjection of the Bank to the Treasury was 
already established in 1939, and it was within this frame- 
work that the Treasury and the Bank worked hand in 

Not the least extraordinary part of the whole story is the way in 
which the Act of 1844 tvas sacrosanct in the pre-1914 City — a community 
which was thoroughly ‘Banking School* at heart and which worked the 
system in a roughly Banking School way. 
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glove for some years before nationalization put the rela- 
tionship on to a written basis more thoroughly consistent 
with the established conventions. 

It is often said that the central bank should have a 
monopoly of the note-issue in the country which is its 
sphere of operations. Yet in fact the Bank of England, 
Which is often regarded as the pattern central bank, has no 
monopoly : certain Scottish banks enjoy a limited right of 
note-issue. The argument that the central bank should 
have monopoly of the note-issue is based on the realiza- 
tion that it must control the banking system by being the 
ultimate source of cash. If the other banks are free to 
provide themselves with cash by printing notes of their 
own the central bank can be thwarted. This argument 
is perfectly sound provided that the notes of an individual 
bank are absolutely equivalent to other kinds of ‘cash’. 
The less freely can other cash be replaced by commercial- 
bank notes the less does it matter if the central bank lias 
no monopoly. The controversy was a lively one from time 
to time in nineteenth-century England; but its relevance 
to-day is rather to those countries where new central 
banking systems are being established. 1 

The cash which originates in the central bank consists 
of its own notes and its deposit liabilities to the commer- 
cial banks (Bankers’ Deposits in the Bank of England). 
If any commercial bank has the power to issue notes and 
its notes are absolutely interchangeable with the other 
kinds of cash, then it is free from all central-bank checks 
on the expansion of its assets (and therefore its share of 
the total supply of bank money). This absolute change- 
ability implies readiness of tiie public, all over the country, 
to accept its notes as willingly as central-bank notes are 

f e tr. in Canrda, where the commercial banks' oriental antipathy to 
the establishment of » central hank was partly due to people a r pump that 
the central bank nntit take oscr the entire note-issue of the commercial 
hsttVs, Had the r ste-mur power* required by a contra! bank been more 
fulls understood the outturn rds! banks mspht leave been levs fearful of t* 
cct5trc.hbr.nl. scheme. 
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accepted, and a willingness of other commercial banks to 
accept the notes of this commercial bank instead of its 
balances at the central bank in settlement of inter-bank 
indebtedness arising in the Clearing House. These are 
very serious qualifications. If they are not fulfilled the 
commercial bank which is expanding on the basis of its 
own note-issue will find its reserves of other cash (central- 
bank notes and deposits) being drained away by people 
and by banks who, having received payments in the com- 
mercial-bank notes, hasten to exchange them for the more 
widely acceptable forms of cash. A purely local bank, 
such as were most of the country' banks of mid-nineteenth- 
century England, could clearly not regard its note-issue 
as freeing it from central-bank control. If it expanded too 
rapidly it would lose an essential part of its cash reserve . 1 
It is not so easy to see what is to deter excessive issues by 
. a number of commercial banks all over the country which 
keep in step with each other in their expansion, in the 
same way as, compelled by ebbs and flows of cash, they 
keep in step in any other expansion of deposits. What 
would then happen would be a decrease in the ratio of 
cash at the central bank (Bankers’ Deposits) to deposit 
liabilities to the public all round. These reserves at the. 
central bank are generally used for the settlement of 
Clearing House balances; but if the banks were equally 
willing to accept from each other payment in each other’s 
notes (i.e. if commercial-bank notes were regarded by the 
commercial banks as precisely equivalent to deposits at 
the central bank) they could afford to allow their reserves 
at the central bank to decline relatively to their deposit 
liabilities. Difficulties for the central bank arising there- 
from can be averted if law (or custom having almost the 

It may, however, be argued that some time may elapse between the 
damaging local expansion of credit and the cash drain which puts a stop 
to it. The question was keenly debated by many writers on English 
banking in the first half of the nineteenth century. A review of the con- 
troversy will be found in Viner, Studies in the Theory -of International 
Trade, pp. 154-65. 
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force of law) imposes a quite artificial distinction between 
deposits at the central bank and commercial-bank notes. 
t This can be done by law or custom compelling the com- 
mercial banks to hold at the central bank balances equal 
\ to a certain percentage of their deposits plus notes. This 
\ is quite a common provision in modern banking codes, 
and where it exists the general argument against com- 
mercial banks having the right to issue notes breaks 
down, 1 In England custom alone dictates that the com- 
mercial banks should hold deposits at the central bank 
equal to about 4I, per cent, of their deposit liabilities; but 
the custom is probably sufficiently .strong for the central 
bank’s monopoly of the note-issue to be unessential to its 
controlling powers. 

If there is any feeling that unrestricted note-issues of 
.commercial banks undermine the authority of the central 
bank the law cum restrict the commercial banks’ issues in 
such a way as to restrict to the central-bank issue all power 
of significant variation. 2 The commercial banks can be 
granted the right to issue up to certain maximum amounts 
— maxima which it is expected will always, under any 
conceivable conditions, be approached. Then the com- 
mercial banks, though enjoying the income derived from 
these issues, are unable to indulge in a policy contrary to 
the will of the central bank, for the latter, controlling the 
variable part of the issue, can make the total note-issue and 
total cash what it chooses. This compromise is attractive 
when the legislature is unwilling to transfer from the 
commercial banks to the central bank all the income de- 
rived from note-issues 3 but does not want to leave the 
central bank’s powers subject to any handicap. The com- 

* There mrasi tome case srair.st it in countries v, hen.- banking is 
tebtis d\ un dev chped and where accordingly bant deposits are no: the 
dcRHsremt pvt of the supply of money. 

" ssrksion* may quite hamdesdy be allowed in commercial- 

bsnV, ru;--. 

> Notre are a permhlc source of income to the issuer, for lie van mu c 
them (5 tie deposits) tn cxch tr.ye f <r earning assets. 
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promise was devised by Peei for the transitional period, 
following the Act of 1844, during which the country issues 
were gradually terminated, and more recently it has been 
used in Canada. The compromise system remains the 
system regulating the note-issue in Scotland. 

VI. Central Banking in the United States 

In the earlier sections of this chapter we have been con- 
cerned with the general principles of central banking 
technique, with special reference to the English system. 
We proceed now to show how these general principles 
are applied in the somewhat different structure of Ameri- 
can banking. The particular technique of central banking 
which has been devised to suit the American structure 
and American susceptibilities is bound to be a pattern for 
central banking operations in many other countries. But 
in the newer countries of the world, particularly the 
British Dominions, the technical problems of central 
banking are so different from either British or American 
conditions that we defer discussion of them to a separate 
chapter at the end of the book. 

Let us emphasize at once the applicability to American 
conditions of the fundamental principles of central bank- 
ing which have been discussed above. In the United 
States as in Britain the power of the central bank over 
the commercial banks is dependent on the central bank’s 
position as an ultimate source of cash. Cash in America 
consists of Bankers’ Deposits at the" Federal Reserve 
Banks and the bullion certificates (both gold and silver 
certificates) which are issued by the Federal Treasury in 
exchange for bullion. The bullion certificates take the 
place of the Bank of England notes issued against gold. 
There are a number of other types of notes in circulation, 
but all significant changes in their supply are now under 
the control of the Federal Reserve System. 1 The Federal 

1 It is impossible in the space of this book to give all the complicated 
details of the American monetary system: they must be sought in the 
special works on the subiect. \ 
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Reserve System can add to the supply of cash by adding 
to its assets, and contract the cash reserves of the banking 
system by selling assets, just ns the Bank of England does. 
It can put its own price on the use of money which it 
creates when it functions (as it is bound by law to do) as 
lender of last resort. In all these ways the American 
system is parallel to the British. The significant differ- 
ences of structure are two: (1) in America the commercial 
banks have direct access to the central bank as lender of 
last resort, and there is normally some commercial-bank 
indebtedness to the central bank, whereas in Britain the 
contact is indirect, the commercial banks being custo- 
marily able to secure cash from the central bank only 
through the channel of the discount market; and (2) 
whereas in Britain the cash ratio is customary only, and 
is one fiat ratio applied to all deposits, in America the 
cash ratios arc different according to the classes of deposit 
liabilities; they are legal minima, and they have been 
subject to revision by the central bank. 

In English conditions a bank requiring to replenish its 
cash reserves calls in loans which it has made to discount 
houses, and the discount houses provide the bank with 
the Bankers' Deposits which the bank is wanting. The 
United States, when setting up their central banking 
system, could not establish a discount market overnight, 
so that their choice of the alternative system was Hobson’s 
choice. Any member bank desiring to replenish its cash 
reserves can do so by taking to its Federal Reserve Bank 
certain classes of assets* and borrowing directly from the 
Reserve Bank, just as a discount house would borrow 
from the Bank of England, Or it can rediscount eligible 

* ‘Eligible’ assets were originally certain narrowly defined clashes of 
‘jell-Itqwidatjntr paper’. Hut under the Act of 1935 the 'Reserve Banks 
may make loans to member bant* on paper otherwise described as in- 
elytble, but subject to the provision that they shall tic for not more than 
four month.-, anil that a penalty in the way of interest be added of not 
le as than j per cent/ (sec A. D. Ga>cr, ‘The U.S. Banking Act of 
jn Fcwu.-rir Jo-.m-.af, 1933, W 7 St). 
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and less sharply still in the remoter parts . 1 When the 
Reserve System wants to force a contraction of bank credit 
its first operation has generally been not to raise its dis- 
count rate but to sell securities in the open market. 
’ Selling securities diminishes (as in England) commercial- 
bank cash reserves and deposit liabilities by equal abso- 
lute amounts. To support their cash reserves at the legal 
‘minima the member banks have to borrow from the 
Reserve Banks. The rise in member-bank indebtedness 
at once leads to a general contractionist movement, 
interest rates charged by bankers rising all over the 
country — more in New York, less in the remote country 
districts. The Reserve System then proceeds to raise its 
own rediscount rate, bringing it into line with the gener- 
ally higher structure of interest rates in the country. In 
England open-market operations (apart from offsetting 
operations) arc apt to be used rather to make an existing 
official rate ‘effective 1 in the discount market: the general 
structure of bankers’ rates moves with the official rate. 
But in New York the open-market operations are used to 
initiate the movement in rates generally, the change in the 
official rediscount rate coming at the end of the process, 
and doing scarcely more than registering accomplished 
fact. 

An expansionist movement has frequently been initiated 
in the same way. The Reserve System has purchased 
securities in the market, member-bank indebtedness has 
fallen to unusually low levels, and perhaps excess reserves 
(i.e, reserves above the legal minima) have appeared. The 
member banks have then reduced interest rates and set 
about adding to their assets. Rates of interest in the 
market having actually fallen, the Reserve System reduces 
its official rate, this change being the last and not, as in 
England, the first stage of the operation. 

* TJii smstturr of intewr rgtm over Use country h by no means 
rwuh-'f to the United States. In jtencral interest rs'tr* tend to Ik- 
st the rrsor.tiary trolrw r>r.d relatively riyid in the rcnvde rtyior.'. 
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Dislike of member-bank indebtedness to the Reserve 
Banks, on which the above process depends, had un- 
fortunate effects in the banking crisis of 1933. Public dis- 
trust in the solvency of a commercial bank leads to a 
demand to exchange the debts of that bank (‘deposits at 
that bank’) for other forms of money. The only way in 
which the spread of panic can be checked is accordingly 
for the central bank to take over from the commercial 
bank, as rapidly as it can, the assets of the commercial 
bank, giving in exchange its own liabilities which will 
probably, at any rate in the early stages of a banking 
crisis, be acceptable to the public. If, instead of this, the 
commercial bank simply presses its claims agaihst other 
banks, as generally happens in a correspondent banking 
system, not only one commercial bank but a whole chain 
of banks is likely to be forced to close its doors. If a repe- 
tition of the banking crisis of 1933 is to be avoided not 
only must the central bank realize the full extent of its 
responsibilities, but commercial banks must also be quick 
to resort to the central bank rather than attempt to 
push their troubles on to correspondent banks. Fuller 
use of the central bank in difficult times is facilitated by 
the considerable extension (by the Act of 1935) in the 
classes of assets which may be taken over by the Federal 
Reserve System; but unless the member banks are ready 
to use these facilities, and use them promptly, the great 
advantages of having a lender of last resort are lost. 1 

The second great difference between the American and 
English systems is that, while in England the cash ratios 
of the commercial banks are determined^by“the^banks’ 
own observance of custom only, in America the cash ratios 
are determined by law 7 . Under the amending Act of 1917 
the legal cash ratios w r ere fixed at 3 per cent, against Time 

' Full use of central-bank facilities does not, of course, protect depositors 
from the consequences of a commercial bank having incurred losses 
beyond the amount of its proprietors’ capital: hence the need in the 
United States for the Deposit Insurance System. 
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Deposits (Deposits cashable only at notice of at least one 
month) and 7 per cent., 10 per cent., or 13 per cent, 
against Demand Deposits according to the geographical 
position of banks. Member banks in New York and 
Chicago, where the banks in the correspondent system 
have great liabilities to other banks, had to maintain the 
13 per cent, reserve. Member banks in other so-called 
reserve cities had to maintain the intermediate ratio, the 
lowest ratio applying to all other banks. These legal 
minimum cash ratios refer to the proportion which member- 
hank reserves at the Reserve Banks must bear to the 
member banks’ deposit liabilities to the public. Till 
money is not included in legal reserves. The legal ratios 
detailed above are comparable to the English figure of 
4I per cent, (the ratio of Bankers’ Deposits at the Bank 
of England to total deposit liabilities to the public), not 
to the English 9 per cent. In other countries the cash to 
which the legal ratio is applied may include forms of cash 
other than deposits at the central bank. 

The distinction for this purpose between Time Deposits 
and Demand Deposits is due to the limitation of the 
public’s right to exchange Time Deposits for cash. This 
point shows how the cash reserve ratios were based on 
the protection of the public against banking illiquidity 
rather than on the significance of the cash ratio for central- 
bank control. The vert’ much lower ratio to be held 
against Time Deposits than the ratios to be held against 
Demand Deposits may be, as we shall see in a later 
chapter, a source of embarrassment to the efficiency of 
central-bank control. Despite much discussion on this 
point, the confusion between legal regulation of cash 
reserves to protect the public against banking illiquidity 
and legal regulation of cash reserves to give control to the 
central bank has continued to appear in new central-bank 
charters (as e.g. in those of New Zealand, the Argentine, 
and India). For purposes of central-bank control one 
fiat rate is highly desirable. Open-market operations may 
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then be relied upon to cause a predictable change in the 

aggregate supply of bank deposits in the country'. 

The control which the institution of legal minimum 
reserves gives to the central bank may be contrasted with 
the English system in which reserve ratios, being only 
customary, can be altered at the will of the commercial 
banks. But the contrast must not be misunderstood. In 
America the member banks may not allow their cash 
reserves to fall below the legal minima; but there is no 
law to prevent them from raising their reserves above the., 
legal minima. As we have seen in an earlier chapter, 
however, the profit motive may normally be relied upon 
to prevent the maintenance of excess reserves. The 
exception to this rule occurs when the earning assets 
available for banks to take up are not, in one way or 
another, sufficiently attractive. We saw how in England 
a shortage of the more liquid assets or fear that the prices 
of medium-term government securities might fall could 
induce the commercial banks to allow their cash ratios 
to rise. In America similar circumstances were at work 
during the nineteen-thirties, when the supply of bank 
cash was greatly increased by the gold influx. The demand 
for commercial loans was at a very' low ebb, reaction after 
the banking crisis had made the banks unwilling to touch 
whole classes of assets, and they had taken up enormous 
amounts of government securities. As yields on these 
securities were very low and their future prices uncertain, 
the banks were unwilling to stuff their portfolios with 
government securities ad infinitum and preferred to allow 
their cash ratios to rise far above the old legal minimum. 
A position arose in which the surplus reserves of the mem- 
ber banks were so great that it became simply impossible 
for the Reserve System to bring any contractionist pres- 
sure to bear by selling securities. Their ‘ammunition’ 
might well have been exhausted long before member- 
bank reserves had been brought down to the legal minima. 
With boom conditions already appearing, the central bank 
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was powerless to do anything to check an enormous in- 
flation of hank credit as the demand for it developed. 

1 b meet this extraordinary position the Banking Act of 
1935 empowered the Federal Reserve Board to vary any 
or all of the legal ratios up to between the former levels 
and twice those usual levels. The ratios were raised, in 
three stages, to the maxima allowed by this law — 6 per 
cent, against all Time Deposits, and 14, 20, or 26 per cent, 
against Demand Deposits. In April 1938, in conditions 
of business recession, these ratios were reduced to 5, 12, 
17^, and 22.J per cent, respectively. This power to vary 
the reserve ratios of the commercial banks is an important 
adjunct to the powers of a central bank, as it can be used 
to reduce enormously the extent of the open-market 
operations necessary to enforce a given policy. In New 
Zealand the Governor of the central bank, acting with the 
authority of the Minister of Finance, has power to raise or 
lower the reserve requirements, subject only to a lower 
limit. In a country such as New Zealand, where extensive 
open-market operations by the central bank arc subject 
to great handicaps, the mere existence of the reserve- 
variation weapon adds greatly to the influence of the 
central bank. 

Differences of structure and— -curiously enough — • 
similarities of tradition have made open-market operations 
the typical initiatory action of the American central bank, 
while in England Bank Rate changes more often come 
first. But this difference is superficial only. In both cases 
the central bank's action is directed to controlling the 
supply, and therefore the price, of bank money throughout 
the banking system. In both cases its control is dependent 
on its position as ultimate source of cash, 1 and on the 
commercial banks being obliged by custom (in England) 

' In Ken c'-iur/.nV It pit pwmnri nhtjpinp tkc suthorinrt So supply 
cjsH m ct Aim re for frub>rrt to certain price conrfit:''UA) arc a source 
'"ut-nt if? t hr central !>. u!r, in fhi; -o surjfr&ry no re- of cash 
v i ctri*r-.5. Thb finds flag <>f fm*rr! t>r.n’ •; is, tuv.c-.tr, ir.tcr.tnr.al. 
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or by law (in America) to maintain certain cash leserves. 
The absolute amount of cash is subject to central-bank 
control : given the absolute amount of cash, and given the 
cash reserve ratios of the commercial banks, the volume 
of deposits is determined. 

This completes our discussion of the fundamental 
powers of a central bank. We have already seen how its 
operations may be hedged about by note-issue laws re- 
stricting its freedom in creating cash. We have now to 
c\amine the rather different question of whether the 
power of the central bank is dependent on its confining 
jtself to the central banking functions which we have been 
discussing in the last five sections. 

VII. The Cent i a! Bank rtf Banka to the State and 
to Others 

The central bank’s control over the commercial banks 
depends on its power to create cash and on the com- 
mercial banks’ need to relate their liabilities to their cash 
i eserves. The central bank’s pow cr to create cash depends 
on the fact that claims against it — its deposit or note 
liabilities — arc regarded as cash. The more I O U’s it 
likes to create, the greater is the supply of cash. The 
deposits at the central bank which stand in the names of 
the commercial banks are the basis for the whole super- 
structure of bank deposits in the country. But if the 
central bank acts as banker to institutions other than the 
commercial banks, part of its liabilities are not used as 
cash at all, but form part of the total of ordinary bank 
deposits in the country. A redistribution of central bank 
liabilities, in favour of Bankers’ Deposits and against 
Other Accounts, in effect causes an increase in the cash 
basis of the commercial banks. Such a redistribution can 
be caused in the same way as when the deposit liabilities 
of the commercial banks are redistributed — by one 
customer drawing cheques in favour of other customers. 
Clearly the power of the central bank’s customers to 
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cause, in this way, a change in the cash basis of the bank- 
ing system, without the central bank’s taking any action at 
all, is potentially a source of embarrassment to the central 
hank. It does not, as we have seen in an earlier section, 
destroy the central bank’s control: for the central bank 
can neutralize the redistribution of liabilities by adding to 
or subtracting from its total assets. But the fact remains 
that acting as banker for persons or institutions other than 
the commercial banks docs involve it in operations which 
would otherwise be avoided. The addition of these com- 
plications to the difficult business of central banking must 
be counted a disadvantage of the central bank’s acting 
as hanker for anyone except the ordinary commercial 
banks. 

This argument has equal force, whether we arc con- 
sidering the State or ordinary business people as cus- 
tomers of the central bank. A rise in Other Deposits 
(Other Accounts) at the Bank of England is just as dis- 
turbing to the supply of cash as is an equal rise in Public 
Deposits. In practice the changes in Public Deposits arc 
much the more important source of disturbance— -for 
Public Deposits arc the balance of one huge institution, 
whereas Other Accounts contain a number of relatively 
small balances. A temporary disturbance of, say, 20 per 
cent, in one of the balances which comes under the item 
Other Accounts may well be offset by opposite move- 
ments in other balances which also come under that head- 
ing, But a 20 per cent, change in the balance of the single 
customer (the State) can cause an appreciable disturb- 
ance in the cash basis. On this count, therefore, the case 
against the central hank acting as banker to the Govern- 
ment might be stronger than that against its acting as 
banker for a number of other ordinary customers . 1 

But there are two other arguments to be considered. 


1 If, 5 iKe v? r!i*i‘ w s in T’.ilgk Def-T'sli h prot'al>1yr."t sojtcristis 

ft srjy-sir frr:r: t:v~ v. eeUy I! ink Rnum*. It s* ur'.iifr-a'vyi t:n*, tfo- 
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When the central bank does ordinary banking business 
for customers in the same way as the other banks do it is 
entering into competitive relations with the commercial 
banks. This is likely to be derogatory to the central bank’s 
authority over the commercial banks: they may well feel 
themselves not obliged to listen to the requests of a com- 
peting bank. There was even talk, when these circum- 
stances arose in earlier English banking history, of the 
commercial banks themselves ceasing to be customers of 
the Bank of England if the latter continued its competi- 
tive attitude. Their deposits with the central hank bring 
them no return: then why, say the commercial banks, 
should the central hank make profits by lending funds to 
people who might have borrowed from us? Antipathies 
of any kind between the central hank and the commercial 
banks are most undesirable. In the interest of the smooth 
working of the system there should he an atmosphere in 
which mutual help is possible at any time. This is a 
serious argument against the central bank’s entering into 
ordinary' banking business. It applies to private custom; 
not to the custom of the State: for the central bank is, 
after all, a State-created institution, and the commercial 
banks can scarcely complain if the State takes its own 
substantial banking business to its own institution. ! 

Under the influence of arguments such as these most 
central banks are prohibited from doing ordinary banking 
business with the public. The Bank of England has still, 
as a legacy from its earlier history, a number of ordinary 
customers, but for many years now it has signified its 
unwillingness to compete with the joint-stock banks, by 
refusing to accept new customers. Old accounts arc 
allowed to run on; but it is conceivable that the course of 
time will see a complete extinction of tin's relic of earlier 
days. 

The Bank of England also includes under the heading 
Other Accounts the balances of the Indian and perhaps 
some other governments which bank with it, and those of 
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foreign and Dominion central banks. But with the great 
development of the market in Treasury Bills these accounts 
do not appear to be subject to very great variations — the 
major variations in London balances of other governments 
and central banks are probably absorbed in variations in 
their holdings of Treasury Bills. Before 1914, when the 
market in Treasury Bills was far more restricted, these 
balances at the Bank of England used to be subject to 
great variation; but the Bank of England managed to use 
these variations rather to its own advantage in controlling 
the market. 1 

There are some special arguments for the central hank’s 
undertaking, indeed seeking, ordinary banking business 
in countries where the banking system is relatively un- 
developed, or where other circumstances subject central- 
hank operations to peculiar difficulties. These special 
arguments are considered in Chapter XIII. 

On the question whether the central bank should act as 
banker to the Government, it has been argued that there 
is disadvantage in that disturbances in the cash basis of 
the banking system are apt to arise. On the other hand, 
‘there is the argument that the financial arrangements of 
the Government are of such great importance in influenc- 
ing the business affairs of the connin' that it is desirable 
that rite Government should be in constant consultation 
with the central bankers. The ordinary business man has 
his bank manager to consult, when he chooses, on the 
financing of his business. The Government likewise may 
benefit hv having bankers' advice at its disposal, and that 
advice should be the very best obtainable. The magnitude 
of the Government's operations makes it desirable that 
their effect on the central bank's efforts to follow a given 
monetary policy should be considered.* In addition, 

* 0.5 thf 4 bu*ir.ctt *«r my Btir.k cf rS-i' - 

i$ij, cinp. it. 

* Is si - 5 rtr*aV.e' styurd Cut tit— tttstfjd bi:\k rsust Hnl.tr to ;":c- 
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people who favour close State control of central banking 
see in the daily consultations between the central bank 
and the Treasury (as banker and client) a rein on the inde- 
pendence of the* central bank. These weighty arguments 
in favour of the central bank acting as banker to the 
Government have prevailed almost universally . 1 It is 
therefore worth asking how the disadvantage (disturbance 
of the cash basis) can be averted, or at least modified. 

Changes in the Government’s balance at the Bank of 
England are due to inequality between total receipts and 
total disbursements— capital items and current items all 
being included. Now it is practically inevitable that 
expenditure by the Government should be concentrated 
in particular parts of the year. Dividend payments on 
great war loans, for example, cannot be spread evenly over 
ever}' day of the year. It is convenient to make payments 
for the ‘supply services’ very unevenly. Revenue from 
taxation also comes in unevenly: income-tax payments, 
for example, are still to some extent concentrated in 
January' and July. The nature of government current 
receipts and payments makes it impossible to arrange for 
equality' between them from day to day and week to week. 
But if the Treasury can arrange to have capital receipts in 
excess of capital payments at a time when current ex- 
penditure is running ahead of current revenue, the dis- 
crepancy on current account docs not disturb the balance 
at the Bank of England. When the British Government 
borrowed only on long-term paper (consols particularly) 
it was impossible to .make these temporary' adjustments in 
the capital account. But the invention of the short-term 
Treasury' Bill has revolutionized the situation. At the 
end of the nineteenth century- Treasury Bills were in use, 

deposits jt has to offset ; but this argument is fallacious. If the Government 
banks uith coitunerical banks, tno\cments in government balances do not 
disturb the cash basis, and it is disturbance in the cash basis, not in the 
distribution of ordinary deposits, that the central bank has to natch. 

1 In the United States a large part of the got cmraent balances are held 
as deposits in the commercial banks. 
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hut their issues were restricted to supplying funds for 
particular classes of government expenditure, and it was 
not until the early years of the present century that they 
became an unrestricted means of raising funds for the 
Government. 

In the War of 1914-18 the Government, pressed to make 
the most of every source of funds, increased the amount 
of Treasury Bills outstanding enormously. Since then 
their volume has been maintained, mainly no doubt 
because it is a cheap way of obtaining funds. All Treasury 
Bills now have a ‘currency’ (i.e. life to maturity) of three 
months. They are issued in weekly batches, and as there 
are* £2,000 millions’ worth outstanding the weekly issue 
amounts to some £150 millions. Every week a batch 
issued three months previously matures, and the pay- 
ments to the holders occasion a transfer at the Bank of 
England from Public Deposits to Bankers’ Deposits, At 
the same time a new hatch is issued and as the market 
takes up the new bills there is a transfer from Bankers’ 
Deposits to Public Deposits. By arranging the gap 
between maturities and the new issue to equal and be in 
the opposite direction to any discrepancy between current 
revenue and current expenditure, the Treasury can 
arrange to keep its balance approximately stable. i 2 * * Simi- 
larly the disturbance which the maturity of a block of 
medium- or long-term bonds, or a new issue of such 
bonds, would occasion can be largely prevented by mani- 
pulation of the Treasury Bill issues. 5 

The rise of the Treasury Bill has thus enabled the 
authorities to do much in this country to avert the main 
disadvantage which arises from the central bank acting as 

i Thr Tn-wiry can st«c», of connc, buy Trctsary B;lh in :i»- imrLrt 
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banker to the Government. The Treasury Bill method of 
government financing has indeed almost come to be con- 
sidered as an essential adjunct to a central bank structure, 
and central bankers in the British Dominions have been 
particularly anxious to develop the Treasury Bill system. 
While the authorities can do much along these lines, the 
commercial banks have also, at any rate in British condi- 
tions, learned to do much to protect themselves from the 
worst consequences of movements in Public Deposits. 
Detailed analysis 1 of British banking statistics for the 
period 1925—3 5 has shown that when the cash reserves 
of the commercial banks shrink or swell as a result of a 
change in Public Deposits or Ways and Means Advances 
the banks do not rush to make any adjustment in their 
learning assets — they simply allow their cash ratios to fall 
or rise. They have learned by experience that many of 
these movements are purely temporary, and ignore them. 
Part of the change in the cash ratio is allowed to sec day- 
light in their published returns, but much is concealed in 
a variation in the amount of window-dressing. Indeed, 
it may even be suggested that one of the incidental ad- 
vantages of window-dressing is that it allows tis to secure 
the advantages of the Government banking with the 
central bank without feeling the disadvantage of the 
resulting disturbance in the cash basis. But the advantage 
i of the commercial banks treating these variations in the 
! cash basis in this particular way should not blind us to the 
1 fact that the variability of the commercial banks’ cash 
j ratios is a potential source of weakness in a central banking 
: system. If variations in the cash basis arc occasioned by 
changes in Public Deposits, it is all the more important 
that there should be co-operation between the central 
bank and the commercial banks lest the latter treat in the 
same cavalier way those variations in the cash basis which 
are the outcome of deliberate central-bank action. 

This expedient, of doubtful desirability in any case, 

1 Made by Mr. R. M, Goodwin, in the thesis referred to above,. 
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is not so easily adopted in countries where the cash ratios 
of the commercial banks arc subject to statutory regula- 
tion. It is true that the free margin, above the legal 
minimum, can he raised and lowered in response to dis- 
turbances in the central bank’s other liabilities; but in 
times of brisk demand for bank loans especially the margin 
is apt to be minimized. In such countries there must be 
more complete dependence on the Treasury Bill system. 
It is possible that in course of time window-dressing on 
the part of the English commercial banks will disappear, 
and then, if they are to maintain approximately stable true 
cash ratios, we shall have to rely almost entirely on the 
Treasury Bill system for insulating the general credit 
structure from ebbs and flows of government funds. Even 
now the smooth working of the London money market 
depends very largely on the existence of a large block of 
Treasury Bills . 5 And the Treasury Bill is an ideal asset 
for tire central bank to deal in: there is no risk of default, 
and the’ shortness of its term implies such a degree of 
stability in its capital value that no conceivable variation 


' A minor but illuminating example* of the way In which the London 
market Ins Lamed to use the Treasury Bill rv stern Jus occasionally been 
afforded by operations at the end of each half-year {30 June and 31 
December). The commercial bants then indulge in 3 colossal amount of 
window-dressing, raising their cash ratios by calling in discount market 
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in interest rates can make the central bank s operations 
in Treasury Bills a source of appreciable losses . 1 

We conclude, then, that by the establishment of a 
Treasury Bill system— -a system which has other sub- 
stantial advantages— the main disadvantage of the central 
bank acting as banker to the State can be averted. The 
central bank should therefore be the Government s 
banker in order to secure the advantage (such as con- 
tinual consultation on financial affairs) to which we re- 
ferred above. Ordinary banking business for the general 
public the central bank should, on the other hand, in 
general forswear. It is essentially a public, non-profit- 
seeking institution, and any business which is likely to 
embarrass the operations we have discussed above should 
not be lightly undertaken. 

The technical equipment of a central bank, which we 
have examined at such length, enables it to control the 
prices of short-term loans by controlling the supply of 
bank money. Given an adequate technical equipment a 
central bank can pursue whatever ‘Bank Rate policy’ it 
chooses. The effects of a given Bank Rate policy on the 
general economic situation must be our next concern. 

the funds with which to meet the banks’ requirements for ‘making-up’. 
The Government’s balance (Public Deposits) is unequal to the strain and 
it borrows from the Bank of England by ‘Ways and Means Advances’. 
These are entered under ‘Government Securities’. The Government, 
not as formerly the market, does the borrowing. ‘Government Securities’ 
at the Bank of England rise instead of ‘Discounts and Advances’, to allow 
the rise in Bankers’ Deposits necessary to raise the cash ratios of the 
commercial banks. The process intolves some tightness m market funds 
at the ends of March and September. (It should be emphasized that the 
possibility of this device depends upon the dates happening to be con- 
venient days of the week. The example given above has been somewhat 
simplified.) 

‘ The above paragraphs remain substantially as written in 1937. Since 
1939 the use of Treasury Deposit Receipts — a very convenient short 
security sold by the Government to the commercial banks — has added 
much to the tractability of temporary inequalities between Government 
payments and receipts. The elimination of window-dressing (see NOTE, 
p. 45) has further simplified the picture. 
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THE THEORY OF BANK-RATE CHANGES 
3. Jut crest Rates and the Holding of Goods 

The most powerful weapon which the monetary authori-, 
ties can use, for the purpose of influencing the level of 
prices and the volume of economic activity, is generally; 
summarized in the term ‘Bank Rate*. More specifically,! 
the banking system influences the behaviour of entre-' 
preneurs (and so the volume and pricing of economic 
activity) by exercising pressure on interest rates. Although 
there are substantial differences of view on the efficacy and 
detailed working of this Tank Rate’ weapon, it is widely 
believed that the banking system can influence prices 
and production by its use. As to how the weapon works; 
there arc two main lines of thought: that typified in the) 
works of Mr. Ilawtrey, in whose view the influence off 
short-term rates directly on dealers’ activities is the main- ] 
spring of change; and that of Lord Keynes in the Treatise i 
on Money , in which long-term interest rates arc all-! 
important. But both these lines of thought have the same, 
starting-point: both see banking policy as effective be-] 
cause it influences the cost of holding goods. That there ? 
are costs, other than interest charges, involved in the 
holding of goods— costs such as those of warehousing, 
depreciation, insurance — is, of course, admitted, and of 
this we shall have to remind ourselves presently. But’ 
the interest charge forms part of the total cost of holding 
goods, whether that interest charge is the direct charge 
actually met by the borrower or the indirect charge met bv 
a capitalist, who thereby misses the opportunity of invest-, 
ing his own money elsewhere. And since the bankers can 
influence this part of co-t, they can influence total cost, 
and accordingly the relative attractiveness of holding 
goods.’ If, because the bankers have made the holding of t 
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goods more attractive, entrepreneurs set about adding to < 
their holdings of goods, prices and the volume of economic j 
activity tend to rise. Conversely, if the bankers make the/ 
holding of goods less attractive than it was before, entre-j 
preneurs will set about reducing their holdings of goods! ' 
so depressing prices and the volume of economic activity.^, 
As far as this there is no difference between the Hawtrey 
.view and the Keynes view. Their difference lies in the 
class of goods the variation in the holding of which is 
considered more important. 1 In the Hawtrey view the 
main initial variation is in the willingness of dealers to 
hold working- and liquid-capital goods — stocks of finished^] 
and semi-finished goods. Since the holding of these goods 
can be financed by short-term loans, the movement of 
short-term rates is, in the Hawtrey view, sufficient to 
explain changes in the economic situation. In the alterna- 
tive view the demand for working capital is rather the 
result of the general situation, which is itself determined 
by the demand of entrepreneurs for fixed capital goods. 
Since in a banking system of the English type the holding 
of fixed capital goods can be financed only by long-term, 
non-banking loans, this Keynesian line of attack involves 
a long digression on the connexion between long-term 
and short-term interest rates. It should be realized that 


these two explanations of the effect of banking policy upon 
prices and production are not mutually exclusive fja fall 
in short-term rates may well both stimulate additions to 
stocks and lead to a fall in long-term rates which will 
stimulate investment in fixed capital. The difference is 
one of emphasis only/ To Mr. Hawtrey the former effect 
appears quick and certain, the latter remote and question- 
able; to those who approach the problem along Keynesian 
lines dealers response to lower short-term rates appears 
slight and unimportant as compared with the more-s 
far-reaching changes in long-term capital investment. " 
We will now consider these two lines of thought in 
detail. 



THE ITAWTREY LIKE OF THOUGHT ui 

II. The Hotel rev Line of Thought 

First let us consider Mr. I Iawtrev’s ‘dealer’. The dealer 
is a man who is always holding greater or smaller slocks 
of some finished or semi-finished commodity. One in- 
evitably thinks of him as a wholesale merchant; but I do 
not think that Mr. Hawtrey intends the term to be limited 
in this way. Rather the dealer is any person who holds 
stocks. Now stocks are held for convenience — in order to 
be able to meet variations in customers’ demands without 
making the latter wait, and in order also to avoid the con- 
sequence of variations in supply (due to weather, labour 
disputes, See.). This convenience of holding stocks has a 
certain money value to the dealer, and he balances this 
value against die cost of holding stocks. As the cost of 
holding stocks rises, he thinks it worth while suffering 
some slight loss of convenience in order to avoid the 
increasing costs A-i.e. he reduces stocks; and he increases 
stocks when the cost of holding them falls.' The extent 
to which he changes his stocks as a result of a given small 
change in the cost of holding stocks may appropriately 
be called the elasticity of his demand for the convenience 
of holding stocks. The more elastic his demand, the 
greater will be the effect on his operations of a given 
change in the cost of holding stocks. 

Now if short-term interest rates rise the cost of holding 
MOCJW risesT Dealers therefore set about reducing their 
stocks, which they can only do by bu ying less rapidly 
than they arc selling. They arc swapping goods for cash — 
they are ‘absorbing cash’, which they use to accumulate a 
balance or (more probably) to pay off debts/ But what is 
the effect on producers of their reduced ' purchases ? 
Producers find sales falling off. They cut prices and cur- 
tail output. The typically deflationary 1 symptom/ of 
falling prices and output have appeared . 1 As output is 

- H v Jr* gnc-i foil a* 1 1 for r-ittj *j* f-H* tit- jhajv- 

t: ■'••it ar„ 1 oti.tr ct* «r>fos 
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curtailed the volume of employment offered to factors of 
production declines, and the aggregate of money incomes 
therefore contracts. In the first instance, the contraction 
of money incomes is likely to consist solely of a decline 
in the number of money incomes arising — later cuts .in. 
rates of remuneration may follow. The contraction of : 
money incomes leads to a decline in retail sales, leading 1 
to reduced purchases from dealers, who again reduce their 
purchases, and so on. The whole movement, sometimes 
called the vicious circle of deflation, is intensified by a 
general tendency to ‘hold off’ the market oncost is realized 
that prices are falling — people postpone purchases in the 
expectation of securing more favourable terms later. 
Producers being depressed are likely to embark less on 
replacement of and addition to plant, so that the capital 
goods trades also become involved. 

Contrariwise, if short-term interest rates fall, the cost of 
holding stocks falls. Dealers therefore set about increasing 
their stocks, which they can only do by buying more 
rapidly than they are selling. Orders to manufacturers 
rise — output expands — employment increases — money 
incomes rise — retail sales rise — and so on. The ‘vicious 
circle of inflation’ has appeared, with its conditions of 
rising prices and production. 

The effects that follow a change in interest rates once 
entrepreneurs have been induced to change their behaviour 
are universally admitted. The peculiarity of the Hawtrey 
line of thought is its stress on the change in the cost of 
holding stocks as the mainspring of change. The forceful- 
v ntS's-.otythis argument depends largely on two factors — 
first the proportion which interest charges bear to the 
total cost ot holding stocks, and second what we Tiave 
called above the elasticity of demaneffor the convenience 
of holding stocks. On the first point there are, of course, 
many other costs of holding stocks — warehousing, insur- 
ance against fire, theft, &c,, allowance for depreciation of 
quality, and, above ah, the risk of the price of the com- 
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modity falling while it is being held. These various 
charges will vary very much from one commodity to 
another — a bulky commodity, one which is perishable, 
and the price of which is liable to unforeseen plunges, is 
obviously going to cost very' much to hold in stock, and 
the interest charge is likely to be only a very small pro- 
portion of total costs. 1 A 20 per cent, rise in interest rates 
may well mean only a 2 per cent, rise in the total cost of 
lidding the stocks of the commodity in question. Unless, 
therefore, the elasticity of the entrepreneurs’ demand for 
the convenience of holding stocks is very high, a 20 per 
cent, rise — say, from 5 to 6 per cent. — in interest rates will 
not stimulate much (if any) decrease of stocks. When it’ 
is considered that the vast majority of commodities are' 
either bulky, or perishable, or fluctuating in price, ori 
frequently all three, it will be realized that the initial! 
effects of Bank Rate changes along this line arc unlikely* 
to he very great. The contrast between this conclusion' 
and the apparent enormity of the upward and downward 
sweeps of trade conditions does not, however, dispose of 
the llawtrcy attack, for, as has been shown above, the 
process once initiated is cumulative, and substantial 
results may well follow from small beginnings. 

Unfortunately our knowledge of the _siz e of stocks held 
from time to time is not sufficiently extensive to apply any 
decWve test of fact to this theorv. But there is some in- 


direct evidence which tells against it. This is thc.Jrc.-~ 
hayiour- of bank Advances, Advances which are made 
l.irgelvTor such purposes ns the finnneing-of. stocks and 
goods in process. Both before and since 1914 these 
Advances have been remarkably unresponsive to changes 


in their cost, and have in fact generally been one of the 


last of the various economic series to turn up and down 
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as trade has turned up and down. It would, I believe, be 
possible to reconcile this phenomenon with the Hawtrey 
theory of Bank Rate; but it does provide some prima-facie 
evidence against the view that changes in short-term rates N 
are directly responsible for any substantial part of the 
effects which monetary action can produce. 

III. Short-term Rates and Long-term Rates 

More widely held than the Hawtrey view is the view 
of Keynes in the Treatise on Money, a view adopted by 
the Macmillan Committee of 1929-31, that the main 
effect of. Bank Rate on the internal economic "situation 
comes through the change in long-term rates which 
always seems to be associated with any pronounced change 
in short-term rates. For this explanation of how Bank’ ~ 
Rate works, it is not really satisfactory simply to observe 
that changes in long-term rates are generally associated 
with changes in short-term rates: we must attempt to 
explain why a movement in short-term rates is bound 
to be followed by a movement, in the same direction', "In 
long-term rates. 

In the first place, let us remember that a rate of interest 
is a price, the price of money now in exchange for money 
at some later date. Every .price has its own market. To 
find the connexion between two prices we must look for 
some connexion between the two markets, in this case 
the short-term market and the long-term market! (It is 
convenient for the moment to assume that the capital 
market is just divided in this simple way: - the complica- 
tions will be referred to presently.) What, then, are .the 
points of contact between the short-term bapital market 
and the long-term capital market? 

When the official Bank Rate is changed, not only do we 
assume that the new rate is made ‘effective’ in the bill 
market, but also we can assume that certain other short- 
term rates are changed automatically. These are the 
Advances Rate of the joint-stock banks (the basic rate for 
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overdraft and Joan facilities) and the Town Deposit Rate 
(broadly the rate allowed on time deposits in the metro- 
politan area). How is a change in long-term rates to be 
produced? In the first place, individuals and firms pre- 
viously financing operations with money borrowed from 
the hanks will now, the cost of borrowing having risen* 
relatively to the yield in long-term securities, tend to sell 
their securities and use the proceeds to pay olT the bank,! 
There is a pressure to sell securities, which would not 
otherwise have appeared. In the second place, individuals' 
and firms holding surplus funds and about to invest them 
in securities will, now that the yield on time deposits isj 
more attractive than it was, tend to keep back some of their j 
funds in the form of deposits. The loss of liquidity in 
their view docs not justify the now narrowed differential 
yield in favour of securities. Thus part of the normal 
demand for securities has disappeared. This decline in 
demand combines with the abnormal pressure to sell to 
depress the prices of securities. Prices going down means 
that the yield rises, 1 and, since the yield on old securities 
must he rivalled by any one wanting to borrow for a long 
term, the effective long-term rate of inte rest has risen. ,, 
So far w 0 have c orfsi tier c d the effects of the short-term 
interest rate changes on the operations of the public in the 
securities market. But at times the securities markets may 
he dominated by the operations of the commercial banks.j 
In order to make the changed Bank Rate effective, the: 
central bank will be bound to acquiesce in or to engineer! 
a change in the supply of money. Assuming the cash! 
ratio given, a higher Bank Rate implies some reduction 
(posrihh quite small) irt the total of bank cash, which the 
central bank may allow to result from a loss of gold, or 
may produce by selling securities. The immediate effect 
on the commercial banks will be a contraction of their 
more liquid a^ets, and if the movement is purely 



i 4 6 theory of bank-rate changes 

temporary this may lie the end of the matter. But if the 
new conditions persist for any time, the banks will attempt 
to restore their customary proportion of liquid assets by 
parting with some of the less liquid assets— Advances and 
Investments. The amount of Advances is not, however, 
generally subject to any appreciable control by the banker. 
The banker enforces certain canons of security and then 
lends all he can on those terms — the Advances being the 
most remunerative assets. The hanks are thus reduced to* 
parting with investments — some at least of which are likely ) 
to he long-term. Their sales of gilt-edged securities may, 
well be a very important factor in bringing about a rise in 
long-term interest rates. Conversely, when the central bank 
is pursuing a cheap money policy it enlarges, or acquiesces 
in the enlargement of, the cash basis. Sooner or later the 
banks, other things being equal/ will add to their Invest- 
ments. Their buying strengthens the gilt-edged market, 
helping to cause the drop in long-term interest rates. An 
excellent example of this was seen in the effects of the 
Cheap Money Policy of 1932-6. While in 1936 the 
Advances total was much the same as in 1932, the cash 
had expanded from about £180 millions to about £230 
millions, while Investments rose from about £350 millions 
to nearly £650 millions — a very powerful factor in the gilt- 
edged market. In any prolonged change of Bank Rate,' 
therefore, the operations of the commercial banks are 
likely to intensify the effects of the public’s operations in 
the securities markets. 

The mere fact, however, that funds arc ‘spilling over’ 
from the short-term market to the long-term market docs 
not mean that the rates of interest in those two markets 
will become equal. All that happens is that a tendency 
appears for the two rates to move towards each other. 
How far that movement will go cannot be foreseen, as it 
depends essentially on the public’s view of the future of 

' Most significantly, the demand for Advances not showing any rapid 
expansion. 



SHORT- AND LONG-TERM RATES 147 

interest rates. If the public thinks that the long-term rate 
is going to settle in a year or so at 5 per cent., then no mat- 
ter how low short-term rates fall, the long-term rate will 
not fall far below 5 per cent. If it is expected that 2} per 
cent. Consols arc going to settle before long at a price 50, 
then people will hold their money at short term, no matter 
how low the yield, rather than buy Consols now at a price 
much above 50. For it is better to take, say, 2 per cent, 
for a year or two and then buy Consols at 50, than to 
secure 4 per cent, by buying Consols immediately at 62. 
looking at it another way, we can say that if the public 
believes that gilt-edged prices are going down over the 
next five years, enormous pressure of funds in the short- 
term market will cause gilt-edged prices now to move up 
only very few points — i.e. the long-term rate will go clown 
\ery little. 1 Consequently it is of the first importance, if; 
the authorities want to pursue a ‘Cheap Money Policy’,*, 
that the public should be persuaded that the long-term ; 
rate is going to settle dozen at an appreciably lower level. | 
From this point of view the economic significance of the 
propaganda with which the great War Loan Conversion 
of 1932 was carried through can scarcely be overrated. 
Once investors were persuaded that the halcyon days of, 
5 per cent, were over it was easy enough to push down s 
long-term rates to an entirely new level. An opposite; 
though smaller movement of the same kind appeared 
when, early in 1937, there was a decided slump in gilt- 
edged prices. There was no good reason for this in the 
technical money-market situation. The immediate occa- 
sion of the fall was the tea lira lion that the Government 
intended to borrow large sums for rearmament. The 
investing public and the Stock Exchange reacted to a 
quite vmncces .ary extent. But the mere fact that the City 
Editor of The Tines, in fair representation of City opinion, 
wrote about the market settling down when ‘a round three- 
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and-a-half per cent.’ (yield on Consols) was reached, 
meant that the long-term rate had to move to something 
like that extent, quite irrespective of the fact that there had 
been in that particular month or so no such revolution in 
the money-market or general economic situation as would 
justify an adjustment of stock prices from a 3 per cent, to 
a 3J per cent, basis. 

The authorities, in attempting to operate on the long- 
term rate of interest, are thus peculiarly at the mercy of 
public opinion. Twentyyearsago, in the nineteen-twenties, 

; economists were perhaps inclined to overrate the power 
; of the monetary authorities over the long-term interest 
< rate, and therefore the influence of banking policy on the 
1 general economic situation. The happy conditions of the 
Conversion operation in 1932 that enabled the authorities 
for once to bludgeon opinion must not blind us to the far 
more general case, when the public calls the tune. To 
maximize the effect in pushing up gilt-edged prices 
(pulling down the yield thereon), the banking policy ofi 
low short-term rates should be accompanied by propa-f 
ganda such as we had in 1932. 

Thus far we have been arguing as though long-term 
securities were homogeneous, and have accordingly 
assumed that a rise in gilt-edged prices means easier long- 
term borrowing for the entrepreneur. This assumption 
of simplicity must now be removed. Long-term securities 
are by no means homogeneous. There are gilt-edged 
securities, debentures, preference shares, and ordinary 
shares, all of which classes are sub-divisible into infinite 
grades. But at any given moment there null be a certain 
relationship between the prices of securities of various 
grades, a relationship reflecting the investing public’s 
preference for one grade as compared with others. Given 
these preferences, a rise in the price of one class (e.g. 
home government bonds), resulting from a fall in short- 
term rates, must be followed by a rise in the prices (a fall 
in the yields) of all other grades. Provided the public has 
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a definite preference for one particular distribution 
between the various classes of its assets, a shift in the 
price of one must be followed by a general shift in the 
whole range of prices. In just die same way, the con- 
nexion between short-term rates in general and long- 
term rates in general is based on the assumption that the 
public has a preference for one particular distribution of 
its assets and liabilities between short-term and long-term, 
and consequently a shift in the price of one, disturbing 
the relationship, must be followed by adjustment of the 
price of the odicr. 

It is true that the effects of a rise in Bank Rate on, say, 
ordinary share prices may be entirely obscured by a 
simultaneous shift in the public’s preferences in favour 
of ordinary shares— -an actual rise in die latter following 
the rise in Bank Rate. But if we want to trace the effect 
of any particular operation we must assume other things 
equal. If we wish to be precise, wc should say that, as a 
result of the rise in Bank Rate, the prices of ordinary 
shares become lower than they would othendse have bten. 1 

IV. I*ong~term Rates and Investments in Fixed Capital 

Just as movements in the short-term rate of interest 
may affect die willingness of entrepreneurs to hold stocks 
of semi-finished or finished goods, so mo vem ents in the, 
long-term rate of interest may affect the willingness of 
entrepreneurs to hold fixed capital goods, such as 
factories, machines, See, When a firm is thinking of em- 
barking “bn some capital extension — whether it be die 
purchase of trnew 'machine, the construction of a railway, 
the laying-out of an aerodrome, or the boring of a channel 
tunnel —ith decision will depend on a number of factors, 
sorneVjf which are purely technical, while others may be 

5 *H.o r«der nt*y purree the subject of the eotre-doo between 
>h-irt>;rrr,i sik5 I jn^-trnr. rstc& further »n Keyrr , Trents 1' v: Merry , 
(.1 sp. jjtxvis. On the Wiwvjour of security priors tee ftt*o Chapter X! 
b-rl.r*'. 
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strictly described as economic. The technical factors will in- 
cludesuch points as the difference the investment will make 
to the physical output of the firm, the rapidity with which 
the capital goods will wear out, and the case with which 
the extension can be fitted into the general framework of 
the firm’s activities, and so forth. The narrowly economic 
questions will be, what will be the price of the additional 
product? and at what rate of interest can the purchase 
money for the capital good he raised? Given all the 
technical factors, and given the entrepreneur’s estimate 
of the receipts that will he realized from the use of the 
machine, whether or not the capital extension is embarked 
upon will depend upon the effective rate of interest at 
which loans for such purposes can he raised. The lower 
the i ate of interest, the more likely is the entrepreneur to 
decide that the capital extension is worth undertaking. 
The higher the rate of interest the less attractive is any 
form of capital extension. 

Two examples may help to make this clear. Suppose 
a printing-works to he contemplating the purchase of 
another machine of some kind. The machine is, we will 
suppose, priced by the machine-makers at £1,000. Then 
the firm calculates that the machine would last twenty 
years, and that after making allowances for repairs, de- 
preciation, adjustment of labour costs, &c., but not allow- 
ing for the interest charges, the use of the machine would 
make a difference of £50 a year to the gross profits of the 
firm. Then, as long as the rate of interest, at which the 
firm can obtain £1,000 for twenty years, is below' 5 per 
cent., a net profit is to he gained from the introduction of 
the machine (for 5 per cent, on £1,000 = £50). When 
the effective rate of interest is 5 per cent, the venture is 
only just worth while — the machine is then a ‘marginal’ 
investment. When the effective rate of interest is above 
5 per cent., the firm w'ould incur a loss if it acquired the 
machine in question. It should be noticed that the rele- 
vant receipts are the extra receipts that would result from 
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the introduction of the machine — whether the firm is 
incurring a loss or a profit on its previously invested 
capital is irrelevant (though it may affect the rate of 
interest at which the firm can obtain the capital sum re- 
quired). Or suppose that a railway is contemplating 
electrification of pan or all of its system. The managers 
hate to make a number of estimates of the results of 
electrification-changes in the volume of traffic, in labour 
costs, in the costs of electricity, &c. Suppose that their 
guess is that an electrification plan, which would involve 
a capital expenditure of £20 millions, would increase the 
gross profits (or diminish the gross losses) of the company 
by a million pounds a year. Then, whether the railway 
was previously paying its way or not, the electrification 
scheme would appear worth adopting as long as the rate 
of interest at which the railway could obtain £20 millions 
was not above 5 per cent. Once the rate rises above 5 per 
cent., the venture becomes completely unattractive, unless 
anything happens to make the authorities revise their 
estimates of the results of electrification, or the costs of 
the electrification process itself fall. 

Not only will these decisions have to be made about 
net r capital development: precisely the same considera- 
tions must determine whether or not a firm should replace 
some plant which is wearing out. Reinvestment is only 
worth while if the firm could not do better for itself by 
investing the depreciation fund elsewhere. 1 As railway 
engines wear out, the railway company can always choose 
between replacing them and not replacing them, just as 
it can choose between electrifying and not electrifying its 
suburban steam lines. 

These examples have been highly simplified in order 
to enforce the main point— that th^effcctivc jmte„.of 
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interest will be one of the crucial factors in coming to the 
decision whether or not to embark on capital development. 
But, lest we should overrate the efficacy of an interest-rate 
policy, it is important to emphasize the extent to which 
the entrepreneur’s estimates are likely to be guess-work. 
In the railway electrification example given above, it was 
assumed that gross profits would, as a result of cheaper 
running, larger traffic, &c., immediately rise to a new 
level and stay there. In fact this is most unlikely to be the 
case. The growth in traffic is likely to be a gradual busi- 
ness, and whether the enterprise is or is not worth while 
will depend to an important extent on how rapidly the 
growth of traffic occurs. If the growth is very slow, that 
is equivalent, from the company’s point of view, to extra 
capital outlay, even if the growth does eventually attain 
the expected maximum. The rapidity of growth is of 
course very much a matter for conjecture. The respons- 
ible people will have various earlier experiences to work 
on; but to some extent every new enterprise is unique, 
and this is especially true of such big capital innovations 
as these. Moreover, labour costs and price levels over a 
period of twenty years or more will be extremely con- 
jectural. f .As compensation for all these uncertainties, 
which are involved in the decision to invest, the entre- 
preneurs will look for some chance of profit, and their 
stress on this profit margin will vary very much from 
time to time, according to whether they are inclined to 
look through rose-coloured spectacles or to take gloomy 
views of the futures Let us therefore beware of thinking 
that the rate of interest is the only variable factor. We 
/ shall return presently to the limitations to the efficacy 'of 
, an interest rate policy. 

Meanwhile, let us admit that the rate of interest is a 
relevant factor in taking the crucial decisions of whether or 
not to invest, and proceed to see what happens when, as a 
result of a fall in the effective rate of interest, other things 
remaining unchanged, entrepreneurs are stimulated to 
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embark on more extensive schemes^ of capital develop- 
ment. They (or the entrepreneurs from whom they pur- 
chase the capital goods) have to purchase more raw 
materials and engage more of the original factors of pro- 
duction— -particularly labour. Demand for more raw 
materials simply passes on to other entrepreneurs' — those 
producing raw materials — the onus of engaging more of 
the original factors of production. Momentarily the in- 
creased demand may be met by drawing on stocks; but 
very quickly increased production must appear. If there 
has been a large surplus of unemployed factors the increase 
in production in the capital goods trades can be effected 
perhaps without drawing much upon factors previously 
employed in consumption goods trades, and therefore 
without any necessity for a marked rise in rates of re- 
muneration. If, on the other hand, the decision to invest 
more was made at a time when a state qf 'full employment’ 
was already approached, the capital goods trades would 
be able to increase their resources only by offering higher 
rates of remuneration. In cither event, the next stage of 
the process is that the money incomes of people in the 
country will have increased — either because a greater 
number are employed at the old rates of remuneration, v 
or because people formerly employed are receiving higher’ 
wages. (Normally both results will appear quickly; though 
tire latter Ml! be more prominent in the later stages of an 
inflationary movement.) Tins .increase Jnincome trill be 
devoted partly to savings arid partly to increased expendi- 
ture on consumption goods. To the extent that the latter 
phenomenon appears, entrepreneurs in the consumption 
goods trades trill be induced to expand production, thus 
adding further t « the money demand for the factors of 
production. Abo the provision of both working-capital 
and iked-capital for the consumption goods trade* will, 
a'- a result of higher prices and a generally more prosperous 
atmosphere, appear more attractive than before, soj.h_at_ 
the circle will begin alt over again, and fuel will he 
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added to the fires of the inflationary, expansionist move- _ 

ment. 1 

- The converse process may easily be deduced from the 
above. When interest rates rise, other tilings remaining 
the same, capital extensions become relatively less attrac- 
tive, employment in the capital goods trades shrinks and 
total money income shrinks. Consumers adapt themselves 
to this shrinkage in money income partly by saving less 
(in individual cases often actually dissaving) and partly by 
cutting expenditure on current consumption. Production 
and employment in the consumption goods trades decline, 
capital investment in those trades becomes less attractive, 
the activity of the capital goods trades shrinks even farther, 
and so on. 

If the state of trade and prices were so responsive to 
rate of interest policies as would appear from the simpli- 
city of our argument, monetary authorities and their 
governments would be very much happier. But bitter , 
experience has shown that the state of trade, although it 
does appear to respond eventually to dear or cheap money, 
responds painfully slowly. At the beginning of the Great 
Depression of the nineteen-thirties, largely as a result of 
economists’ stress on the importance of the rate of inter- 
est, certain countries (notably our own) did make a very 
serious attempt to stimulate trade by a cheap money policy. 
A peculiar conjunction of circumstances enabled Great 
Britain to reduce interest rates sharply in 1932. But it 
was a cruelly long time before recover)' was decided 
enough to be universally acclaimed. What are the limi- 
tations to a policy of stimulating (or retarding) trade by 
low (or high) interest rates P 

The reader who has noted the reservations introduced 
from time to time in the above argument will already 

To the extent that people sate part of their increased income they 
abstain from adding fuel to the fire. The upward movement actually 
proceeds to the point at which total money income has expanded so much 
that saving has increased sufficiently to equal the expanded amount of 
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know much of the answer to tfiis question. We may think 
of the efficacy of a long-term interest policy in the same 
terms in which we thought of the efficacy (along the 
Ilawtrcy lines) of a short-term interest policy. The 
efficacy of the policy depends on the elasticity of demand 
for capital goods. The more elastic the demand — he. the 
more responsive business men are to a change in the rate j 
of interest — the more quickly effective will the policy be. _ 
What are the factors which tend to limit the elasticity of, 
the demand for capital goods at any given timer In the 1 
first place there is the highly conjectural nature of many 
of the estimates which entrepreneurs have to make before 
coming to their decisions. So wide is the margin of error 
that a fractional change in the rate of interest may appear 
to the entrepreneur to make relatively little difference to 
the prospects. Far more important is likely to he his 
general frame of mind about the future!} In a depression 
things look so gloomy that no conceivable drop in the rate 
of interest is likely to induce him to embark upon any but 
the most blatantly desirable ventures. In a boom things 
look so rosy that a fractional rise in the rate of interest 
which he has to pay for his capital is unlikclv to deter him 
from some investment, failure of which seems inconceiv- 
able. Accordingly at all times of extreme trade conditions' 
the business man’s demand for capital goods may be 
somewhat inelastic— in a depression it can hardly be 
stimulated, in a boom it can hardly be checked. And J 
unfortunately the same is all too true of the very import- 
ant part of capital investment which is nowadays under 
government control of one sort or another . 1 Both central 
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and local government authorities are directly responsible 
for substantial amounts of capital development road 
construction, housing, schools, sanatoria, &c. and they 
can influence much more — railway development for 
example— by giving or not giving guarantees to lenders 
to such semi-public bodies. The rate of interest has 
i certainly a part to play in the schemes for capital expendi- 
ture by governmental bodies. A town council considering 
‘the construction of public baths, for example, will find 
that the higher the rate of interest, the higher the rate in 
the pound which is necessary for financing the sendee of 
the public baths loan. But experience, decade after decade, 
has shown that authorities are less influenced by a slight 
difference in the rate poundage produced by a change in 
the rate of interest, than by whether or not they feel that 
the town is prosperous and ‘can afford 1 the public works . 1 
Accordingly, no matter how the rate of interest is behav- 
ing, governmental investment tends to be concentrated 
in periods of high private investment, thus exaggerating 
the effects of an expansionist movement once started. 

It will be realized that once an inflationary movement or 
a deflationary movement of this sort is well under way it 
is difficult for such a circumscribed weapon as Bank Rate 
to reverse it without some help from extraneous factors. 
But to the extent that Bank Rate can operate on the 
general level of prices, it is apparent that it can only do so 
by throwing the capital market into disequilibrium and 
creating for a time a thoroughly disturbed state of trade 
in the country. When we are considering whether we 
wish to rely on Bank Rate as a means of producing a 
change in the price-and-money-income structure, it is 
worth remembering that to the extent that it does work 
at all it works in an exceedingly roundabout and disturb- 
ing way. If we want to deflate our money-income struc- 

There is also an important connexion between private and public 
works, in that private capital extensions create a demand for public capital 
extensions (e g., roads, electricity services, &c.). 



CHAPTER VII 


THE BANKING SYSTEM AND THE 
FOREIGN EXCHANGES 

I. Internal Prices , the Balance of Payments , and Foreign 
Exchange Rates 1 

For a number of reasons, some good and some bad, 
central banking policy has been, and still is, very much 
concerned with influencing the value of a country’s cur- 
rency in terms of other countries’ currencies. The prices 
of currencies in terms of each other are called ‘foreign _ 
exchange rates’ or sometimes simply ‘the foreign ex-, 
changes’. Just as one can use pounds sterling to buy tea 
so one can use pounds sterling to buy French francs. The 
business of exchanging currencies is the work of the > 
foreign exchange markets. These markets consist of a 
number of dealers (in England mainly the great joint- 
stock banks) in the great financial centres of the world, 
connected with each other by a network of telephone 
wires. Their business arises from ordinary traders want-' 
ing to buy and sell foreign currencies in order to settle 1 
debts arising from international trade and from others | 
who have debts to settle in other countries. The demand i 
for and supply of the currency of a given country in the 
foreign exchange market depends directly on the magni- 
tudes of debts to be settled between people in that country 
and people in other countries. 

These debts arise from the import and export of goods,'', 
the performance of sendees by people of one country fop 
people of another country, and the import and export of 

1 For a full statement of the theory of international prices readers 
should refer to recent stan lard n orhs on International Trade (e.g. Whale, 
International Trade, Ohlin, Interregional and International Trade', Harrod, 
International Economics ; or Haberler, International Trade). 

Throughout this chapter 'foreign countries’ must be interpreted to 
include all parts of the Empire not included in the U.K. fiscal area. 
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'securities*. The first and second types of transaction {in 
goods and sendees) arc called 'current’ or 'income’ trans- 
actions; and the third type is called a ’capital' transaction. 
The behaviour of the foreign exchanges depends upon 
current and capital transactions together. 

When an English trader imports goods from France 
he incurs a debt to the French exporter. This debt may 
be settled directly in French francs: in which case the 
Englishman has to buy francs, selling sterling. Or the 
debt may be settled by the Englishman paying sterling to 
the French exporter, in which case the French exporter 
proceeds to sell, through the foreign exchange market, 
the sterling he has acquired, securing in exchange francs 
which, are more useful to him. Which method is used does 
not affect the nature of the work brought to the foreign 
exchange market: there is an offer of sterling, a demand 
for francs. Conversely export of goods from England to 
France leads to a demand for sterling, n supply of francs. 

When an Englishman goes to Switzerland for a holiday 
he sells sterling in exchange for the Swiss francs with 
which to pay his Swiss hotel bills, railway fares, for. If 
the Swiss allow him to pay in sterling that shifts the busi- 
ness of exchanging the currencies but the essence remains 
the same — an offer of sterling, a demand for Swiss francs. 
An American tourist in England creates a demand for 
sterling, offering dollars. Tourist traffic has precisely the 
'?.inc effect as trade in goods — foreign tourist expenditure 
in England is a purchase by foreigners of English sendees 
and h often called an ‘invisible export’. 
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may be imagined to travel back, and the borrower enters 
the foreign exchange market to demand the lender s cur- 
rency in exchange for his supply of his own currency. 
English lending abroad in the nineteenth century involved 
enormous demands for foreign currencies in exchange for 
sterling. Repayment of some of these loans now is a 
source of demand for sterling, foreign currencies being 
offered . 1 Payments of interest on outstanding loans and 
dividends on shares held in countries other than that in 
which a company operates also occasion transactions in 
the foreign exchange market, and may conveniently be 
regarded as payment for services rendered by the lenders 
in leaving their capital unwithdrawn for another year. 
Interest and dividend receipts, like the receipt of payments 
for exported goods, occasion a demand in the foreign 
exchange market for the currency of the recipient country, 
the debtor’s currency being offered in exchange. 

The earnings of shipping companies and their em- 
ployees, after allowing for expenditure in foreign countries, 
must also be reckoned as receipts of the country for ser- 
vices rendered. Imports are valued when they arrive in 
the country and exports when they leave the country. 
English importers have, however, only to pay to the foreign 
exporter and his transport agents sufficient foreign cur- 
rency to pay for the goods at the foreign port — the rest of 
the value, as entered by the Customs officers, is paid to 
the shippers. If the shippers are English, then the value 
of imports over-estimates the demand, originating in 
import of goods, for foreign currencies, and the value of 
the English shipping sendees must be credited to tire other 


with reason) described as 'exporting capital’, and the student is apt to put 
such an item on the same side as export of goods. The solution of the diffi- 
culty is to be found, I believe, in picturing the capital transaction as an im- 
port of securities. Securities have to be paid for just as do imported goods. 

During the war of 1939-45 the U.K. was able to finance imports of 
goods out of all proportion to U.K. exports, partly because other countries 
"ere repaying earlier loans, so providing the foreign currencies with v. riich 
the foreign goods could be bought. 



INTERNAL HUGHS. BALANCE Or PAYMENTS, ETC. 161 

fide of the account. Exports arc valued at die exporting 
port, and if the foreigner lias to pay, in addition, some 
charges for English shipping services, that constitutes an 
additional demand for English currency beyond that 
accounted for by the f.o.b, value of the exported goods. 
The net value of all the shipping sendees of English 
nationals must he reckoned as reducing the English de- 
mand for foreign currencies, or, what comes to the same 
thing, increasing the foreign demand for English cur- 
rency. 

There are a number of other sendees payment for which 
leads to foreign exchange transactions — sendees of in- 
surance companies, acceptance houses, film companies, 
employees of governments, and traders residing in other 
countries. Any payment for which the payer’s resources 
consist of one currency and the payee’s requirements are 
in another currency lead to foreign exchange transactions. 

In i he light of this analysis we can now see that the 
demand for English currency is greater, the greater is 
the value of English exports of goods, sendees, &c., and the 
greater is the sum of capital payments to English people. 
The supply of English currency, offered by foreigners 
wanting their own currencies, is greater, the greater is the 
value of goods and sendees imported into England, and 
the greater are the capital sums being remitted by English- 
men to foreigners. The demand for and supply of a cur- 
rency depends on the behaviour of the various items of 
the balance of payments which we have ju^t been discuss- 
ing. On what do exports and imports, both visible arid 
invisible, and international capital movements depend? 
Exports and imports of goods and sendees depend upon 
world tastes (the basis of demand for goods and sendees 
ot a country), on the productive equipments and natural 
rr.-ourees of different countries, on the levels of money 
income-' in different countries, on Custom* tariff, and on 
thr foreign exchange rate-. The fust two of these deter- 
minants cannot he dt-cu-nd here: that is the protinee of 
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books on international trade. We assume tastes and pro- 
ductive equipment as given. Then a country can export 
more goods and sell more sendees to foreigners the lower 
is its level of prices (given productive equipment, the 
costs level is given by the money-incomes level ; the whole 
can, for the sake of brevity, be described as the price 
level). The higher its price level the more will its citizens 
be able to buy foreign goods. (Alternatively we can say 
that the higher the home price level the more attractively 
priced will foreign goods appear as compared with home- 
produced goods.) But the attractiveness of English prices 
to foreigners, and of foreign prices to Englishmen, de- 
pends not only on the level of prices at home and abroad, 
but also on the foreign exchange rates. The higher the 
price of dollars in terms of sterling, the lower will English 
prices appear to Americans, and the higher will Ameri- 
can prices appear to Englishmen. At $5 = £1, anything 
priced at §5 in America is cheaper to the Englishman than 
anything priced at 30s. at home. But when the exchange 
rate is $2-50 = £1, tire 30s. article is the cheaper, to 
Englishmen and Americans alike. 

The balance on current account therefore depends upon 
relative price levels and the foreign exchange rates. The 
balance on capital account depends on tastes, productive 
equipment, See., again (but we are taking these as given), 
and on relative interest rates. The lower the rate of 
interest at home relative to rates in other countries, the 
more nail the home country be lending to foreigners, and 
the smaller will be the contrary movement. Conversely, 
the higher the rate of interest at home relatively to interest 
rates elsewhere, the less will the home country be lending 
to foreigners and the more foreigners will be lending to the 
home country. 

The entire balance of payments which determines the 
demand for and supply of a currency in the foreign ex- 
change market thus depends ( assuming tastes and technical 
actors given) on three general factors — relative price 
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levels, foreign exchange rates, and relative interest 
rate?. 1 

The fixing of the foreign exchange rates is the business 
of the foreign exchange market. But price levels and 
interest rates in particular countries are beyond the 
control of the foreign exchange market. When, given the 
state of price levels and interest rates, the foreign exchange 
rate is fixed, the balance of payments is fixed. How will 
the market decide what rate to fix? Its decision is deter- 
mined by its attempt to ‘clear the market’. Dealers want 
to satisfy all hovers of anv currencv and all sellers of anv 
currency. They must therefore fix that rate at which the 
'balance of payments’ will balance. Once given the rela- 
tive price levels and interest rates, the foreign exchange 
rates are determined according to the simple principles of 
market equilibrium. 

Once a foreign exchange rate — say, the price of pounds 
sterling in terms of dollars— -is fixed, any disturbance of 
price levels or interest rates will disturb the market. A 
fall in the English price level, for instance, will tend to 
increase the demand for sterling (by making English goods 
cheaper to Americans, while American goods become 
dearer to Englishmen with their lower money incomes). 
The increased demand for sterling will (on ordinary 
suppij-and-demand lines) tend to raise the price of 
sterling. A lower price level (and similarly a higher 
interest rate) tends to turn the balance of payments ‘in 
favour of the country (i.e. strengthens the demand for its 
ewrency), and this tends to raise the foreign price of its 
nsirency. If, thaefore, the banking authorities wish to 
influence the foreign exchange rates,' they must do it by 

* H< ra*o hdnjr. nf tc urr-. virw? J m the hiT.t t> ( 

<-a il r ►.'-c-i'nr*' ot \ ttyv-A cum-nde*. 
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influencing the price level and the rate of interest. To 
this end a central bank may use its Bank Rate weapon, 
with the effects on the domestic situation discussed in 
Chapter VI. The working of Bank Rate policy on the 
foreign exchange situation is examined in some detail in 
Section III of this chapter. Before that we shall glance 
for a moment at the objects which a central bank commonly 
has in mind when it seeks to influence the behaviour of 
the foreign exchanges. 

II. Introduction to the Gold Standard 1 

The gold standard is a device — or series of devices — 
for maintaining equality between a unit of currency and 
the value of a fixed weight of gold. By its operation' the 
pound sterling, for example, may be maintained as the 
equivalent of 113 grains of fine gold. Nowadays this con- 
nexion between the currency and gold is of little direct 
importance. What is of importance is its implication 
when other currencies are similarly linked to gold. For if 
a pound sterling is maintained equivalent to 113 grains of 
gold, and §5 are also maintained equivalent to 113 grains 
of gold, then one pound sterling is equivalent to §5 — the 
exchange rate between dollars and sterling is fixed by the 
operation of the gold standard. The main attraction of a 
gold standard nowadays depends upon its being adopted 
by other important countries, so that foreign exchange 
rates are narrowly tied. We shall therefore concern our- 
selves mainly with the aspects of a gold standard as an 
international standard rather than as a gold standard. 

The maintenance of the gold standard depends super- 
ficially on two technical conditions. First there must be 
untrammelled convertibility, either direct or indirect, of 

1 For more detailed discussion of the gold standard the reader should 
consult Gregory, The Gold Standard and its Future (esp. chap, i) ; Keynes, 
Treatise on Money (esp. chaps xxxv and xxxvj); Robbins, The Great 
Degression (chap, vui); Whale, International Trade, and ‘The Working of 
the Pre-War Gold Standard’ (in Economica, 1937, p. 18); and Whittlesey, 
International Monetary Issues. 
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gold into currency and currency into gold at a fixed price. 
This convertibility is generally maintained at the central 
bank, though a government department, such as the 
Treasury in the United States, may convert gold into 
certificates which find their way into the central bank. 
The convertibility, if direct, is into gold bullion (or coin 
of guaranteed gold content), and if indirect can be into 
claims which are readily convertible into gold at fixed 
rates somewhere else. If the convertibility is indirect the' 
system is called the Gold Exchange System. The second 
technical condition is that there must be free trade in 
.gold —free trade in both directions. There must be no 
(embargo or taxes on either the import or the export 
of gold. 

If these two technical conditions are fulfilled in any two 
countries the exchange rate between the currencies of 
those countries is fixed within very' narrow limits. Sup- 
pose the pound to be convertible into 113 grains of gold 
in London, and that §5 arc convertible into 113 grains of 
gold in New York, and that there is no artificial impedi- 
ment to the movement of gold from America to England 
and vice versa. Then the exchange rate between the two 
could move only slightly away from $5 ™ /r. If at that 
rate there was an unsatisfied demand for dollars the price 
of the dollar would tend to rise towards $4*95 — /t. 
When this occurred dollars would be obtained otherwise 
than through the foreign exchange market, fj million 
might be sold at the English central bank in exchange for 
113 million grains of gold, the gold shipped across the 
Atlantic, and converted in New York into dollars at the 
fixed rate —securing $5,000,000. The margin between 
this amount and the $4,950,000 obtained by direct pur- 
chase of dollars in the foreign exchange market would 
have to cover the expenses of taking the gold across the 
Atlantic, &c. These expenses would determine how* far 
th** feuign exchange rates could move from tire ‘par of 
exchange’ ($5 - £t) before gold was moved. The rate 
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in the market could move to, say, $4-95 — before it 
became profitable to take gold from London to New 
York; that rate would be called the ‘gold export point’ 
for London, the ‘gold import point’ for New York. 
Similarly the rate could move to, say, $5-05 fj before 
it became profitable to exchange dollars for pounds in- 
directly, by shipping gold from New York to London. 
That would be the gold export point for New York, the 
gold import point for London. As long as the technical 
conditions of the gold standard were maintained in both 
centres the exchange rate could not move outside the 
range bounded by these two ‘gold paints’ or ‘specie 
points’. The main attraction of the gold standard nowa- 
days is that it does restrict the foreign exchange rates 
within these very narrow limits. 

These two technical conditions imply a third— that there 
shall always be, in the hands of the monetary' authorities, 
a reserve of gold or claims to gold adequate to meet all 
likely demands. For unless there is an adequate reserve, 
convertibility' of the currency into gold cannot be guaran- 
teed. Reverting to our analysis of the determination of the 
foreign exchange rates, we may sav that if the exchange 
rate which balances the balance of payments (excluding 
gold movements) is within the range between the gold 
points, all will be well — there will be no demand for gold 
on either side. Hence the advantage, when going on the 
gold standard, of choosing a value for gold which will 
dictate a rate of exchange which correctly reflects relative 
; price .levels and the fundamental international trading 
conditions. But if conditions change so that the total of 
imports (visible and invisible) and capital outflow exceeds 
the items on the other side, the exchange rates will be 
forced ■'Ub’.’/n \o the gold export point, and gold will flow 
out to make the bcJ J ace °f payments balance. If this is only 
temporary the cental bank can look on with equanimity. 
It must have a gol 4 reserve adequate to meet such tem- 
porary drains; but ft need not worry 7 about them. But if 
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(he drain of gold should continue, the gold reserve will 
ultimately be exhausted. The traditional remedy for 
such a situation was for the central bank to attempt, 
by raising Hank Hate, to influence internal prices and 
interest rates so that the balance of payments could once 
more be balanced without recourse to gold exports.* 

If, on the other band, the structure of prices and interest 
rates leads (o a surplus of exports, capital inflow, &c., over 
imports, &c M the foreign exchange rate moves up to gold 
import point and gold streams in. If the movement is 
temporary, well and good: the gold acquired will be useful 
for meeting a temporary drain when conditions are re- 
versed. But if it goes on the central bank can afford to 
indulge in a cheap-money policy — though there is little to 
force it to do so except consideration for other countries' 
gold reserves. This ought in fact to be a weighty argu- 
ment if the country concerned much desires the gold 
standard for the sake of stable foreign exchange rates. 
The gold standard brings stable foreign exchange rates 
only if other countries can also maintain the gold standard: 
every gold-standard country has therefore some interest 
in the maintenance of the gold reserves of other gold- 
standard countries. 

Once this connexion between gold flows and internal 
credit policy is grasped the peculiar arrangements by 
which the note-L-sue is tied to the gold reserve of a country 
look % cry much more like good sense. For, whatever the 
particular system, the general principle of these note-issue 
restrictions is that a loss of gold curtails the note-issue and 
vice versa. We have already seen how the maximum note- 
Lyme sets a limit to the amount of bank money which the 
central bank can force on the country or tolerate. Re- 
ducing the note-i>sue maximum when gold flows out has 
the c'Tci’t therefore of reducing the supply of bank money. 
The reducin''.’! is affected partly by the passive operation 

5 T/- i>f fh-A lUv? «.5w r vc'. er. ijv txc «;!;<<» ti 
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of the banking system : gold-exporters exchange their bank 
deposits for deposits at the Bank of England, and those 
deposits for gold. So far the reduction in bank deposits is 
equal to the efflux of gold, and there has been no distur- 
bance of bankers’ earning assets. But a further reduction 
by active operation of the banking system follows : for gold 
is exchangeable not merely for bank deposits, but also for 
that peculiar type of money called ‘cash’. The cash ratio! 
of the banking system is reduced by a withdrawal of cash • 
equal to the cancellation of deposits. In accordance with j 
their liquidity rules the banks set about reducing their 
earning assets. This action forces a further fall in deposits j 
and a rise of interest rates. A deflationist movement has 
set in — which is precisely what is dictated by the curtail- 
ment of the central bank’s powers of note-issue. If the 
bank’s note-issue were not so curtailed it could insulate 
the banking system from the effects of the gold losses by 
substituting other assets for the departed gold. The object 
of simple tying of the note-issue to gold is to make such 
insulator}^ action difficult for the central bank. 

Conversely an influx of gold sets in motion a multiple 
expansion of the supply of bank deposits and allows the 
central bank to provide the additional notes which may 
then be required. The increase in the maximum of the 
note-issue is, in a sense, designed to point out to the 
central bank that an expansion of credit is appropriate. 
Tying the note-issue to gold was in fact designed to oblige 
the central bank to behave in the way appropriate to the 
maintenance of the gold standard. That its task is not so 
simple as this theory of note-issue regulation supposes we 
shall see presently. 

It is important to recognize that whether or not the 
central bank changes its official Bank Rate immediately on 
a gold efflux or influx does not alter the fundamental 
movement. A gold influx, by adding to the cash reserves 
of the commercial banks, makes for lower rates in the 
market at once. Unless the central bank is going to offset 
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the influx it might ns well recognize the change in market 
rates and, wishing to maintain contact with the market, 
lower its official rate forthwith. Central banks do nowa- 
days, in recognition of the slowness with which cheaper 
money will act on the situation, generally move their 
official rate;; down quickly — giving market rates the lead 
rather than vice versa. 1 An efflux of gold leaves the central 
bank with less choice: for the commercial banks can 
profitably draw more cash from the central bank as soon as 
the loss of cash occasioned by the gold efflux has forced 
market rates above Bank Rate. If the central bank is to 
force any appreciable contraction of credit it must raise 
its official Bank Rate forthwith. In practice it is nowadays 
inclined to lead rather than to follow market movements. 

Central banks arc encouraged to use their Bank Rate 
weapon quickly when they arc obliged (by note-issue 
regulations) or choose to react positively to a gold efflux or 
influx, by certain effects which Bank Rate movements have 
in providing immediate palliatives for the situation, quite 
apart from the more deep-seated effects on the balance 
of payments. Indeed it may be just to remark that the 
us e of Bank Rale for controlling the external situation was 
originally directed toproducing palliatives rather than cures. 

Again, Bank Rate policy as a controller of the external 
iituation was originally designed to support the gold 
standard; but the Bank Rate weapon (always, of course, 
sanctioned by the central bank’s position ns a source of 
cash) is equally the only important weapon which the 
central bank cart use to influence the foreign exchanges 
when the country is not on the gold standard. The mere 
fact that a gold standard is not being maintained does not 
menu that the central bank can or will ignore the effects 
of its actions on the foreign exchanges. The substantial 
advantages of the gold standard can be secured in part, 
and without rotuc of the disadvantages of the gold stan- 
dard, by reasonable but no* rigid stability of the foreign 

* r.>. <Ax'rp*rv <>f oocurr«! in tb - 1 ft-rttrut i ef ib». 
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exchanges. Ail central banks arc consequently bound, 
even if they arc entirely free from gold-standard laws or 
•note-issue restrictions, to pay some attention to foreign 
exchanges. We shall, in our analysis of the effects of Bank 
Rate policy on the external situation, have to bear in mind 
the case of an independent monetary system as well as 
a gold standard, though we shall stress rather the latter 
case. The fundamental difference between them is this: 
in the gold-standard case a favourable turn in the balance 
of payments has only a limited effect on the foreign ex- 
change rate, gold flowing in as soon as gold import point 
is reached; whereas the price of an independent currenc} 
in the foreign exchange market will continue its rise un- 
checked. Contrariwise, the fall of a gold-standard cur- 
rency is, and that of an independent currency is not 
checked by an efflux of gold. 1 In the gold-standard cast 
central-bank action is designed proximatcly to product 
; ,or to check gold movements: in the other case to product 
■or to check movements in the foreign exchange rates. In 
weapon is the same in either case. 

Ill, Bank Rate and the External Situation 

A change in Bank Rate influences the foreign exchangt 
markets through three channels: (i) the short-term monet 
market, (2) the long-term capital market, and (3} th< 
balance of trade. 

ffhe short-term money market is affected directly bj 
a differential change in the Bank Rate of one country 
Short-term rates in that country having risen relatively t( 
those prevailing in other countries, that country is deare: 
for borrowers — whether they are people seeking to dis- 

1 has sometimes been supposed that the effects of Bank Rate change 
•when currencies are independent are limited to automatic adjustments ii 
the forward exchange fates. But Mr. Einzig, the leading authority on thi 
subject, has shown (in his Theory of Fortcard Exchange) that there ar 
reasons in the technical limitations of the arbitrage market for its no 
occurring automatically: in which case the effect of Bank Rate changes i 
not sp re ry different under the two systems. 
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The third channel through which Haul: Halt* affects the 
foreign exchange market b the balance of trade. 1 he 
phrase ‘balancc'of trade' must be interprettd here (to else- 
where in the book) to include invisible ns well as visible 
items on current account (capital transactions being ex- 
cluded). The balance of trade is affected by the change in 
Bank Rate as and when the latter begins to have eflect on 
the level of prices and aggregate money income of the 
country’. 1 The initial effect of the changed internal situa- 
tion will he (in the case of dearer money) a decline in 
imports of raw materials and of capital goods. Later, as 
money incomes fall, the contraction is likely to spread to 
foodstuffs and other imported consumption goods. The 
fall of prices in the country is likely to lead to an increase 
in its exports, though this may be hindered, if the country 
is a really important one in the world economy, by its 
deflationary policy producing trade depression in the out- 
side world as well as within its own borders. When (if 
ever) the general scale of money incomes (and therefore 
of costs) has fallen, the lower costs of producing exports 
will have established exports on a new high level, and 
imports will be on a new low level. The eventual effects 
of dear money on the balance of trade are therefore to 
stimulate exports and curtail imports; but these effects 
only appear as the internal situation is controlled by the 
Bank Rate policy, and much else is likely to happen before, 
things settle down to a new equilibrium. 

Quick effects on the balance of international payments 
(a phrase which includes not only the balance of current 


modified by the direct effect of the redistribution of purchasing pov. cr on 
the course of international trade. (For this point see Robertson, * A Note on 
r3ns ^ Cr * >r0 ^ eIn, > in Pigou and Robertson, Etortmie /A in VI nr,d 
Addresses, p, 170.) But I am considering here only immediate effects, nnd 
in the short period the general probability that the lender’s currency will 
be subject to greater pressure is infinitely increased. 

At the end of Chapter VI it v.as argued that there effects of a Bank 
I ate change arc at best sluggish: the following sentences must be read 
with that argument in mind. 
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trade btJt also the long- and short-term capital movements) 
are likely to be restricted on the whole to international 
capita! movements and particularly to movements of 
short-term funds. For producing movements of these 
short-term funds Bank Rate may he indeed *a beautiful 
instrument*; but its efficacy in overcoming temporarily a 
disturbance in the balance of payments by regulating the* 
flow of short-term funds depends upon two essential 
conditions: the existence of a good market for short-term 
funds in the centres affected, and confidence in the future 
of the foreign exchange value of the currency which people 
are induced to acquire. These two conditions, especially 
the former, are apt to be overlooked even by monetary 
authorities. 

The condition that there should be a good market in 
short-term funds means that there must he, in the centre 
to which funds arc to be sent, channels for the loan of 
short money and borrowers (or guarantors) whose credit 
standing is recognized internationally. This condition is 
most clcarlv met in the London bill market, where the 
guarantors, in the case of trade bills, are the Accepting 
Houses, whose international position is beyond question, 
or, in the case of Treasury Bills, the borrower is the British 
Government. The position of the other great financial 
centre:;-— New York, Paris, Amsterdam — is not radically 
dissimilar. More commonly, in great centres and small 
alike, the borrowers whose credit-worthiness secures 
international recognition are the leading commercial banks 
\\ ith whom the money may be deposited. It is important 
to realize here that the essential condition is not that the 
bank (borrowing) mint be ‘sound* but that it must be 
internationally recognized as such. The banks of Latvia 
and ban Salvador may be perfectly good, welt run, and 
p.wmg institutions, but unless foreigners have such eon- 
frJerue in them that they arc ready to depor.it funds with 
them win n a rate differential appears or widens their Bank 
Rates are ineffective in regulating the flow of short-term 
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funds. Of a number of short-term interest rates in a 
centre, which particular rate is regulator of the inter- 
national flow of funds depends, of course, on the channels 
for lending and borrowing which are most attractive to 
international dealers. In London the main bill rates arc 
most important in this respect; but in less-developed 
centres the deposit rate allowed by the commercial banks 
is frequently the decisive rate. 

The second condition is that there should be confidence 
in the future foreign exchange value of the currency in 
which loans are to be made. A differential of i or 2 per 
cent, per annum on a three months’ loan docs not attract 
lenders if they fear that within the three months the cur- 
rency may have lost 20 per cent, of its value in terms of the 
lenders’ home currency. Whether their fears are rational 
or not docs not, at a given moment, matter. The fact that 
they have fears is enough to stultify the action of the Bank 
Rate weapon. To this limitation the Bank Rate policy of 
even the most highly developed centres is subject. It is 
particularly important when centres arc not on the gold 
standard, for then the risks of great movements in the 
foreign exchanges arc patent. (Accordingly the effect of 
Bank Rate in regulating international capital movements 
is likely to be far weaker when currencies arc independent 
than when they are on the gold standard^] But the limita- 
tion applies to the efficacy of Bank Rate even in great 
centres on the gold standard. Of the importance of this 
argument there were many illustrations, under both gold 
standard and independent currencies, in the inter-war 
period. In the summer of 1 93 1 , when there was a pro- 
longed ‘flight from sterling’ (withdrawal of funds from 
London), London short-term rates rose sharply, far above 
the levels of New York and Paris. But money still streamed 
out. Foreigners held the opinion that the British cost level 
was too high and that the Budget position was bad, and 
that sooner or later — and probably sooner rather than 
later sterling might fall. It did not matter whether they 
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thought it might fall or it must fall — the existence of the 
risk was sufficient to elder them from securing the 1 or 2 
per cent, extra on the loan transaction, fn December of 
that same rear, when Bank Rate already stood at the very 
high level of 6 per cent., and the dollar price of sterling 
was falling with disturbing rapidity, some economists 
were suggesting that Bank Rate should be raised drastically 
f to stop the rot'. What good this would have done it is 
difficult to see. Foreigners who had confidence enough 
in the future to leave their money in London had already 
a quite appreciable interest margin in their favour to 
encourage them to maintain their London funds. Those 
who feared that the pound was going down much farther 
would not have thought 3 or 4 per cent, more per annum 
art adequate compensation for risks. So far as deflation of 
the internal price-and-income structure was concerned, a 
10 per cent. Bank Rate could have worked no more rapidly 
than the 6 per cent. Rate together with the deflationary 
public finance was already working. What would certainly 
have followed from a rise in Bank Rate would have been 
more expensive sendee of the National Debt, so intensi- 
fying the difficulties of balancing the Budget (on which, 
incidentally, foreign opinion so largely turned). And it is 
quite possible that a sharp rise in Bank Rate from its 
already high level would have given foreigners the idea 
that the British situation was out of hand and that the 
authorities were panicky. The damaging effects even on 
internal confidence of a rise in Bank Rate to panic levels 
had been clearly demonstrated in August 1914. There is 
a point beyond which further rises in Bank Rate can do 
nothing but harm. 

Paris has provided numerous examples of this limitation 
of the Bank Rate weapon. At the time of the Great Bear 
Drive, in the winter of 1923-4, the authorities did at first 
attempt to <=top the fall in the franc by raising the official 
Bank Rate. In two successive weeks this was done. On 
the first occasion the rate of exchange improved slightly 
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for about three days and then slid back beyond its former 
low level. The following week, when Bank Rate was raised 
again, the only apparent effect was an acceleration of the 
decline in the franc. Again, during those four years 
1932—6, when France was on the gold standard but a fresh 
devaluation was inevitable, the Bank of France several 
times attempted to fortify the franc by raising Bank Rate. 
As inBritainin 1931, so in France in 1933-6, the price level 
was too high and there was a serious Budget deficit — the 
most important difference between the two cases being 
that in France the Budget deficit was far more serious and 
far more difficult to eradicate. What was the effect of 
raising the Bank Rate? Given the general political and 
social conditions, and the limitations, in the most favour- 
able circumstances, of the Bank Rate weapon, any effect 
higher Bank Rate might have in deflating internal prices 
and money incomes was bound to be a painfully slow 
business. On the other hand, there was immediate effect 
on the pricewhich the French Government had to pay on 
its substantial and growing short-term debt. The Budget 
deficit was thereby aggravated, and it appeared all too 
probable that long before high Bank Rate had exercised 
any serious deflationary effect the enhanced Budget deficit 
would have driven the authorities into the inflationary 
state which the Frenchman dreaded and which the 
foreigner would view as irreconcilable with the mainten- 
ance of the gold parity. Little wonder then that when we 
read in the papers that Paris had put up Bank Rate again 
we took it as a signal that devaluation was one step nearer. 

It is sometimes supposed that, now that forward ex- 
change markets are developed, a higher Bank Rate can 
always attract funds to a centre where there are lending 
facilities because the lender can protect himself in the 
forward exchange market against the exchange risk. This 
view overlooks the fact that one side of the forward market 
is practically certain to be very limited — and the more so 
the more prevalent is one particular Anew about the future 
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of a currency. If practically everyone expects the currency 
to fall, it will be exceedingly difficult to secure cover. 
Accordingly there appear those extreme discounts and 
premiums that were so frequently evident in the forward 
markets for 'Gold Bloe’eurrencies in the nineteen-thirties. 
These substantial premiums and discounts can easily 
outweigh the widest conceivable differences in interest 
rates. 

Experience has also taught us that it is not true that a 
change in relative interest rates (given the state of con- 
fidence) produces automatically the appropriate change 
in forward exchange rates, so that there is no profit in 
moving funds. Apparently the arbitrage market is far too 
limited for that, and a change in relative interest rates 
produces some change in forward rates, some shifting of 
funds, and accordingly some change in spot rates.' 

1 Even in this field of regulating the flow of short-term 
funds, therefore, Bank Rate, though perhaps a ‘delicate 
and beautiful instrument’, cannot work under all circum- 
stances. It is true that a prominent place in the armoury 
should be given to a weapon so well adapted for dealing 
with ‘normal conditions’; but let us not try to use it for 
every conceivable purpose. And if we am find in central 
banks’ operations in the forward exchange market 3 a 
useful supplement to Bank Rate polio,', so much the better. 

Xmv that we have supplemented Chapter VI by examin- 
ing the external effects of Bank Rate changes, it Is perhaps 
worth summarizing our conclusions about the efficacy of 
this classic weapon. Bank Rate may be used by central 
banks fot operating on both the interna! situation and on 
the external situation. Internally its main effects are 
probably those indirect ones which result from its dis- 
turbance of the flow of capital construction and replace- 
ment. It*- eventual potency mav be substantial but it i* 
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certainly apt to be extremely slow to show results, and 
governments have lately followed economists in turning 
to the possibility of influencing the internal economic 
situation more directly, by some such device as the con- 4 
scious control of governmental investment. Externally 1 . 
Bank Rate has the indirect effect of influencing the relation 
between incomes and costs at home and abroad (and 
therefore affects the balance of trade). More quickly — 
and in special circumstances with marked efficiency — it 
can regulate the international flow of capital, so enabling 
a country to overcome a temporary disequilibrium in the 
balance of trade without upsetting its entire economic 
structure. Given the conditions we have detailed above 
it has these very considerable uses. It worked to greatest 
satisfaction perhaps in London in the last few years before 
1914; but die conditions of those years were, even for 
pre-war years, far from typical, and it would be futile to 
attempt to restore that state of affairs, even if we desired 
to do so. 



CHAPTER VIII 

THE EVOLUTION OF 
INTERNATIONAL .MONETARY SYSTEMS 

1 . The Gold Standard before and after KJ14 

During the Great War* and the years immediately follow- 
ing it the monetary systems of many countries were in a 
state of chaos. This spectacle was the outcome of the 
subordination of the monetary systems of the belligerent 
States to the financial needs of their governments, while 
ignorance of monetary theory' and the strength of certain 
interests had added fuel to the inflationist fires. The dis : 
comforts attendant on the chaos became more widespread 
as time went on, 2 and eventually a very natural and healthy 
reaction set in. Longing eyes were inevitably turned to 
the pre-HH4 world—and in terms of monetary affairs pro 
1914 methods had one name: ‘the gold standard’. To all 
countries alike, and especially to those which had been 
through complete chaos, the restoration of the gold 
standard became a most serious object. 

For a number of reasons English views upon the way in 
which a restored gold standard should be worked pre- 
dominated. ’Flic English gold sovereign had been virtually 
an international coin before the war. England had had a 
longer experience of the gold standard than had any other 
country. London had in pre-i9T4 days been the leading 
financial centre of the world, so that its monetary system 
had naturally received most widespread attention. England 
had already, before the end of the war, been thinking about 
the pmu-war monetary system, and official views had been 
actually formulated in the CunlifTc Report. Last, but by 
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no means least, English thought prevailed because English 
financiers, believing that the restoration of an international 
standard would stimulate a rc\ival of international trade 
from which England would gain so much, were anxious 
to offer advice and assistance to countries whose monetary 
systems had fallen into chaos. 

What was the advice which English authorities gave 
both to other countries and to our own people? Restore 
the gold standard: that was fundamental. The way in 
which ‘a complete and effective gold standard’ worked was 
set forth in the First Interim Report of the Cunliffc Com- 
mittee, in 191S. 1 That Report purported to describe the 
working of the pre-1914 system. In its simplicity that 
system appeared sublime. If the Bank lost gold as the 
result of an adverse balance of payments or as the result 
of active trade at home, up must go Bank Rate, which ' 
would provide both a palliative (in changing the balance 
of international short-term capital movements) and a cure 
(in forcing a general rise of interest rates, credit contrac- 
tion, and damping-down of trade at home). Contrariwise, ' 
a decided influx of gold from abroad or a decline in home 
demands for cash for circulation should be followed by 
a lower Bank Rate and general expansion. 2 The system 
turned on the central bank’s being obliged to respond to 
changes in its reserve of unissued notes (or idle gold) by 
changing Bank Rate. 3 International gold movements and 
home cash-circulation requirements should be the criteria, 
Bank Rate should be the weapon. If the ‘reserve’' 1 fell, 

1 The Report is reprinted in Gregory, British Banking Statutes and 
Reports, \ol. 11, pp. 334 ct seq. (see cspecialh, for nbot e point, pp. 
336 - 7 )- 

: Th!s not put explicitly in the CunlifTc Report; but it stas 

implicit m the analysis of the chain of etents tthich should follow a loss 
of gold. 

3 The Cunliffc Report allotted for the central bank’s ignoring seasonal 
mot cments: so far the system tt as not automatic. 

Resort e being, m the Bank of England sense, the unused note-issue : 
an amount dependent, under the Act of 1844, on international gold mot e- 
ments and circulation requirements 
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Hank Rate should he raised In order to deflate. If the 
'reserve* rope, Bank Rate should he reduced in order to 
inflate. These were *the rules of the gold-standard game’.* 
(This was the fool-proof system by which (to quote the 
Cunliffe Report) 'Domestic prices were automatically 
regulated so as to prevent excessive imports; and the 
creation of banking credit was so controlled that banking 
could be safely permitted a f reedom from State interference 
which would not have been possible under a less rigid 
currency system*." > 

And so the gold standard was ‘restored* — at various 
dates in different countries, one of the first being Austria 
in 1922 and the last being Japan in 1930 and Portugal in 
193 1 . England and most of the British Empire went on 
in 1925, and France, though nominally not until 1928, 
effectively about the end of 1926. Through the later 
nineteen-twenties the gold standard was working over 
much the greater part of the world. And then what 
happened ? The international gold standard broke down. 
Though some countries were still on the gold standard 
until 1933 and even 1936, as an international standard the 
gold standard may he said to have collapsed in the summer 
of 1931. The reasons for its collapse have been discussed 
by dozens of writers. 2 The arguments most commonly 
put forward may be grouped into two: dial the post-1920' 
gold standard was subject to excessive strains — wage- 
rigidities, war debts, reparations, ill-chosen parities, & e.* — 
and that the central bankers of the world did not ‘play the 
game according to the rules'. The first of these arguments 
is amply discussed in other hooks. With it I find myself in 
sympathy, though I believe that the contrast between the 
strains of the prc-igiq world and the strains of the post- 
1920 world has been exaggerated, and that it is not by 
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itself sufficient to account for the contrast in monetary 

experiences. 

The second argument goes deeper. If the international 
gold standard broke down because the central bankers of 
the world did not ‘play the game according to the rules’ 
two questions arise, (i) Why, after the rules had been so| 
clearly laid down in the Cunliffe Report and successive 
similar documents in other countries, did the central) 
bankers break them? (2) Were these rules really the rulesj 
according to which the pre-1914 world had been so much; 
more successful in working the gold standard? To these 
two questions we must now address ourselves. 

First, why did the central bankers ‘break the- rules’ ? 
The clue lies in the Cunliffe Report’s qualifying phrase 
Tf the adverse conditions of the exchanges were due not 
merely to seasonal fluctuations’. It was clearly recognized 
that purely temporary movements of gold and the cir- 
culation provided no justification for the initiation of an 
inflationist or deflationist banking policy. It would be 
preposterous to suggest that the efflux of cash from the 
banking system every week-end should justify the initiation 
of a deflation policy on Friday afternoon, to be followed 
by an inflation policy on Monday. It would, I believe, 
be as widely accepted that the central banks should be 
prepared to provide for increased cash needs of the public 
at harvest-time. Similarly it would seem that when a bad 
harvest leads to an adverse balance of payments the efflux 
of gold which results should' not be allowed to have any 
deflationary effects at home. When once we have admitted 
such arguments it is difficult to know when to stop. There 
is always some cause at work which can be regarded as 
temporary. Difficulties may arise out of this, of two lands. 
First, a permanent disequilibrium may be unperceived 
because there are always some temporary causes at work 
which may be held to account for a gold movement. 
Second, a temporary cause, apparently justifiably ignored, 
may in fact take so long to be eliminated that the reserves 
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of the gold-losing centra! bank may be exhausted in the 
process. These two kinds of difficulties may be illustrated 
by posing the views which English authorities might have 
taken on gold losses to Paris in 1928-30. Throughout the 
period there was a tendency of gold to go to Paris; but 
it was pronounced only when some blatantly temporary 
cause was operating. For example, there was on one 
occasion a purely temporary Bourse crisis in Paris which 
led Paris banks to increase their cash in Paris by drawing 
funds from 7 xmdon. It would have been difficult to justify 
n deflation policy in England by the gold losses in that 
month. As to the persistent tendency for gold to leak to 
Paris, there were two ways of looking at it: (i) the Franc 
had been linked to gold at an unduly low level —as gold 
went in, prices would rise in France, and England had only 
to sit back and watch the gold go until this happened; or 
{2) at the level of French prices and exchange rates, the 
cash supply of France was unduly restricted. Under their 
awkward monetary laws more cash could only be obtained 
by importing gold. England should therefore allow the 
gold to go: once the cash needs were satisfied, gold would 
cease to move. Whichever of these two views was taken, 


there was some case for offsetting the English gold loss, not 
allowing it to have deflationary effect, because the move- 
ment was temporary. I admit that there are arguments 
against this; but centra! bankers had obviously some case 
for interpreting the rules to enable them to ignore certain 
movements. Once we allow them to offset ‘temporary’ 
movements, action depends on diagnosis of the situation. 
And that diagnosis has to be made at once —not after 
statistics months and years in arrear have come to hand. 


It h verv e.isv 


to sty after the {bent that such-and-such a 


dntgm 


wax wrong: it is not so easy to be infallible in 


di.igmWmg the situation on the spot. Uncertainty about 
the accuracy of one’s diagnosis is always ant, too, to leave 
a bira in favour of emphasizing the temporary came rather 
than tin* dkx'p**- rated ciu*.c. Central bankers are, after all. 
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only human. I should therefore be inclined to argue that 
in so far as the central bankers did break the Cunliffe rules 
they were acting in the (justifiable) belief that the system 
did allow them some discretion, and that in solving the 
very difficult problem of diagnosis they may sometimes 

have erred. 1 . _ _ 

Our second question is in effect: Did the Cunliffe Report 
give a fair picture of the pre- 1 9 1 4 world ? I strongly suspect 
that the answer is negative, and that misunderstanding of 
the pre-1914 system was to an appreciable extent respon- 
sible for the contrast between the success before 1914 and 
the failure in the nineteen-twenties of the gold standard to 
provide a tolerable monetary system. 2 Over much of the 
pre-1914 period the instrument of Bank Rate policy was 
used very warily, and in certain important areas — France 
is the leading example — it was scarcely used at all. The 
central banks, far from reacting automatically to gold move- 
ments, used all sorts of devices to make Bank Rate changes 
unnecessary. 3 Inflationist expansion in England and the 
United States appears to have led, not to gold effluxes, but 
to gold’s being drawn into those countries to provide in- 
creased cash for circulation. Bank Rate certainly does not 
appear to have been a weapon universally used to keep gold 
supplies in different countries in line with each other. The 
varied needs of different phases of the Trade Cycle appear 
to have been taken care of, in part at least, by the Bank of 
France varying its enormous appetite for gold. There was,' 
in general, no serious attempt to keep price movements in) 
different countries in line with each other by using that', 


I have been thinking primarily in terms of English policy; but I 
believe that French and American policy can, to some extent, be explained 
along similar lines. Explaining is not identical with defending. 

, 1 ° n whatfoUows the reader should consult Whale, * The Working of 
the Pre-War Gold Standard’, in Economica, 1937. All that I have to say 
is open to the same reservations he made there: the theory, like its more 
popular alternative, is unproven but seems to fit the known facts better. 

For an analysis of these weapons as used by the Bank of England, see 
my Bank of England Operations, 1890-1914. 
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blunt and laggard instrument Bank Rate —enforcing dear 
mnnev in one country while cheap money was being en- 
forced in another country. Rather prices were kept in line 
by banking systems being passive (i.e. maintaining interest 
rates and security canons unchanged) while prosperity or 
depression, spreading from one country to another through 
the varying activity of export trades, 1 called forth the active 
money required to finance itself. Only when the move- 
ment— -either boom or depression— became extreme did 
the stiffness in the jaws of the French gold trap and the 
perturbations of the Bank of England set in motion any 
movement of interest rates marked enough to hasten 
reversal of the economic tide. 

So unlike were the rules of the pro- 19 14 game to the 
CuniifTe rules! .It is true that in the last few years before 
s 9 3 4 there appeared a decided tendency for the system 
to become more like the CuniifTe system and that tendency 
might very well have gone farther. 1 But after 1920 nil was 
changed. The former variety of central-bank weapons was 
forgotten: Bank Rate changes were to be the order of the 
day. Had it not been for those' peculiarly great strains 
(particularly ill-chosen parities) which we have already 
mentioned the new system might have been made work- 
able —particularly if the United States had been able to 
develop a foreign investment technique which would have 
enabled her to use her gold as a post-1920 substitute for 
the pre-t9i4 French reserve. As it was, other circum- 
stances combined with the independent and highly variable 
Bank Rate policies of different centres to coax into existence 
an enormous mass of short-term funds which could be 
transferred from cheaper to denier money centres as 
the wind happened to he blowing. ‘The Pos-t-iqzo Gold 
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Standard, with its all-important partner a jumpy Bank 
Rate, brought forth the ‘International Short-Loan 
Fund’ — a progeny that proved to be an Old Man of the 
Sea. For at the first serious crisis the tearing from centre 
to centre of this abnormally large International Short- 
Loan Fund proved more than any international standard 
could bear. 

It may be objected that I have exaggerated the jumpi- 
ness and the divergent movements of Bank Rate in the 
important countries: there was much ignoring of gold 
movements, much ‘offsetting’, much co-operation between 
central bankers showing itself particularly in concerted 
movements of Bank Rate. This is true. The co-operation 
between central banks was doing much to make the post- 
1920 system work more like the pre-1914 system. But that 
was when the central bankers were charged with ‘break- 
ing the rules’! Indeed, one feels tempted to suggest that, 
far from the gold standard collapsing because the central 
bankers broke the (Cunliffe) rules of the game, their most 
serious contribution to the working of the international 
standard was when, in defiance of the Cunliffe rules, they 
were taking long views and working co-operatively. 

The collapse of the gold standard left the leading coun- 
tries of the world in a position which they did not like. 
A simple reversion to the completely independent curren- 
cies of the early nineteen-twenties was most distasteful to 
those countries (especially in Central Europe) which had 
had most unpleasant experience of the dangers of indepen- 
dent paper currencies. These countries were for connected 
reasons unable to return immediately to the gold standard, 
and they solved their dilemma by establishing systems of 
exchange restrictions. These systems provided for govern- 
ment regulation of the foreign exchange market, the cur- 
rency being supported by refusal to .satisfy all demands. 
If this system is used to prevent a speculative short-term 
capital movement fropi forcing down the foreign exchange 
value of the currency unduly there is much to be said for 
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it. The rate nt which transactions are concluded can be 
adjusted to a fundamental change in the balance of trade, 
and the exchange-restrictions scheme may be temporary, 
designed just to overcome the immediate difficulties. The 
development of the Austrian system between 1931 and 
1933 closely approached the ideal and merely paved the 
way for a freer and more comfortable system. On the 
other hand, there is a danger that the official exchange rate 
may be held at an excessively high level, being supported 
by more and more rationing of demand for foreign ex- 
change. Such a system is bound to lead to increasing 
interference with the foreign trade of the country, and 
then increasing subjection of all economic activity to State 
regulation, as in the kindred systems of Germany and 
Russia in the nineteen-thirties. The outstanding example 
of an exchange-restrictions policy developing in this way 
is that of Germany in this period. 

But the development of the monetary systems of coun- 
tries which were less fearful of independent paper curren- 
cies was quite different. Our own country, for example, 
reverted more or less exactly to the prc-1925 system. But 
the working of the gold standard had left behind it a legacy 
which was to prove almost as serious an embarrassment to 
the independent system as it had been to the gold standard. 
This was the swollen international short-loan fund. Move- 
ments of these short-term funds were subject to all sorts 
of speculative influences, expectations about the future 
value of each currency being most fickle under the post- 
eri.ds conditions. The foreign exchange value of any inde- 
pendent paper currency was liable to move up or down 
rapidly simply because short-term funds were streaming 
in or out, quite irrespective of any change in the funda- 
mental relations of international prices. In these circum- 
stances traders very sunn became acutely aware of the 
dbadvaniage of being off the gold standard — the varia- 
bility of foreign exchange rates. Particularly war. this <0 
when the rise in the foreign exchange value of sterling, 



,g 8 INTERNATIONAL MONETARY SYSTEMS 

caused by an influx of short-term funds occur! ed in the 
spring of 1932. For a movement in this direction hit 
the British export trades--:; group of trades which were 
already, for secular and cyclical reasons, suffering to a 
peculiar degree. 

The distresses occasioned by attempts to work the post- 
1920 gold standard were stilt far too fre-ffi in the memory 
to allow the problem to be solved by an immediate icturn 
to the gold standard. The British authorities instead met 
the situation by devising a new system, worked by a new 
agency called the Exchange Equalization Account. The new 
system was designed to steady without stabilizing the 
foreign exchanges, and to insulate, as far as possible, 
the internal situation from the ebbs and flows of the inter- 
national short-loan fund. This new system had success, 
enough to stimulate imitations in several other countries; 
but in the following sections we shall be concerned 
primarily with the British Account. Foreign imitations 
worked on the same general principles. 

II. The Exchange Equalization Account 1 

The British Exchange Equalization Account is a sub- 
department of the Treasury, established in the spring of 
1932. Its functions had temporarily been performed by 
the Bank of England. There were three reasons in favour 
of the Government’s taking over the business. First, the 
law regulating the Bank of England Return would have* 
made secrecy impossible, and discouragement of specu- 
lative operations at first made secrecy desirable. (There \ 
would also have been some difficult accountancy problems 
to be solved before the Bank Return could be made out.) 

1 This section refers almost exclusively to the nineteen-thirties. Post- 
ttar arrangements have not jet ctystalhzcd. It seems probable that 
oificinl operations in the foreign exchange market will be conducted on 
lines analogous to those developed in the ’thirties, though exchange-rates 
wall be more ngid (under the Bretton Woods plan) and short-term 
capital movements will be obstructed rather thnn offset. 
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foreign exchange value to decline— and contrariwise if the 
fundamental position causes a hardening in the value of 
sterling. If, on the other hand, pressure to sell sterling 
originates in a withdrawal of French short-term loans from 
London because Frenchmen now prefer to use those funds 
for speculating in Wall Street, the Account should be pre- 
pared to buy sterling in order to prevent the value of 
sterling from falling. Or if the foreign exchange market 
should be inundated with orders to sell francs and buy 
sterling, because Frenchmen might be distrustful of the 
future of their own currency and prefer to hold funds in 
London rather than in Paris, then it would be the business 
of the Account to relieve the pressure by selling sterling in 
exchange for foreign currencies, so preventing the influx 
of ‘bad money ’ 1 fromforcingup theforeign exchange value 
of sterling. In this way foreign trade is left undisturbed by 
changes in the foreign exchange rates, unless the balance 
of trade is in such serious disequilibrium that it is proper 
that foreign trade should be disturbed . 2 

The day-to-day operations of the Account are, then, the 
buying and selling of sterling in exchange for foreign 
currencies. The sterling assets are provided in the first f 
instance by the Treasury handing over I O U’s. These 
I O U’s can be sold in the discount market in exchange for 
the bank deposits which are dealt in on the foreign ex- 
changes. But there was no such initial provision of foreign 
currencies. That, as it happened, did not matter, as the 
Account was established at a time of abnormal foreign 
demand for sterling, so that its initial operations provided 
it with some foreign assets, which it did not need until the 


An influx of 'bad money’ occurs tvhen foreigners seek to buy another 
currency, not to pay trading debts or to invest permanently in that coun- 
try. but to hold a balance in the foreign currency temporarily. The essence 
of bad money is that it is liable to be -svithdrawn again quickly : so causing 
a double disturbance of the balance of payments in a short time. 

- Since 1939 the important rates (in particular those for United States 
and Canadian dollars) have been held fixed; what happens in future 
depends on Bretton Woods’ (see Section IV of this chapter) 
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of turning its acquired foreign assets into gold became 
precarious. Indeed the situation might easily have become 
he impossible one of three great Exchange Accounted 

ine in 0 ^ knd ’ FranCe ’ and the United Stetes-indulg- 
ing m a . preposterous tug-of-war. But thanks to 1 1 
co-operative spirit which was embodied in the Trlnn , v 
Agreement of October iq,6 the diffiTu. In P artlte 
come. The three great ffiLffi! d 5 ? was s °on over- 

undertook to buy from each other ^ qUa iZatlon Accounts 
r Of their ow^S” e „ett^ h “ 

Accounts had acauired in of the other 

That is to say the f “ Urae of their operations.' 

dollars again if necessary for Tl? C °“ Id . buy fnmcs or 
steadying the market in 7 r Sieving its purpose of 

the follo g nSg“^g tn7^T'' iBS,hatit could °" 
gold (apparently at thf day's price JSjF ^° ,kTS mt ° 

with long-term trends’ Lt ° f not interfering 

on forei^ exchange W b ?, k n0t bein S a *eatisf 
aside. What is clear is Sat thTt St i ea ^ e i th ° SeprobIems 

influencing the foreign JL5i apparatus M 



co-operating no conceivable Z u" ^ ^ reat Accounts 
could muster sufficient resourcn^?^ ° f s P eculator s 
o jects. Such an attempt would K j° de ^ eat the official 
efeat The co-operative arnno 6 destlned to ve ry costly 
possible for short-term speculatn ' £r " ents aIso m ade it im- 
ln 'V Cbullion m arket, for the buffi ° ° perate Wlt h success 

«ng the foreS e i c q h “^“ n Amount system of control- 
this point with the alternativ e 7 ^ usefull Y compared at 
- — - .. 
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foreign currencies. These foreign currencies it directly 
sells to the foreign authorities obtaining gold in exchange. 
We shall simplify the following analysis somewhat by sup- 
posing that ordinary bullion dealers use foreign currency 
to buy gold in the foreign centre, sending the gold to 
London where it is bought in the bullion market by the 
Account, the Account paying sterling. 

The Account’s chequable deposit is included in Public 
Deposits at the Bank of England. It provides its balance 
by selling in the discount market the Treasury Bills with 
which it was initially provided. The foreigner selling gold 
(or of course foreign currency) wants an 'English bank 
deposit. The Account gives him a cheque drawn on Public 
Deposits. The payee pays the cheque into one of the joint- 
stock banks. This bank finds its deposit up by the amount 
— say one million pounds — and it pays the cheque it has 
received (the cheque on Public Deposits at the Bank of 
England) through the Clearing House into its account at 
the Bank of England. Bankers’ Deposits go up by one 
million, Public Deposits down by one million. The Ac- 
count then has to replenish its balance by selling in the dis- 
count market Treasury Bills to the amount of one million. 
The Treasury Bills are taken up either by discount houses, 
which then take one million more of Money at Call and 
Short Notice from the banks, or by the banks themselves . 1 
In either of these cases the bills are bought from the 
Account by a transfer from Bankers’ Deposits to Public 
Deposits at the Bank of England. This transfer offsets at 
the Bank of England the other transaction which originated 
in the Account s purchasing gold from the gold importer. 
Public Deposits stand at the same level as originally, 
Bankers Deposits also stand at the same level as originally. 
But the position of the commercial banks is different. They 

1 ! S als0 the P° ssibilit >' that S[ »ne will be taken up by non-clearing 

banks which are willing to reduce their cash ratios. This is a complicated 
case over which, however, we need not stay.- It is unlikely to be quantita- 
tively important. 
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(after the Account has replenished Public Deposits by selling Treasury 
Bills to the banks and/or the discount houses). , 

Bank of England Banking Department 


Bankers’ Deposits 

. 100 

Total Assets • • .165 

Public Deposits 

15 


Other Liabilities 

* JH 

_ 


165 

iGS 


Commercial Banks 

Deposits - 

. 2,201 

Cash in Hand and at Bank of 


England . ... 2 °° 

Money at Call, See., and Bills 




discounted . . . 401 



Other Assets . . ■ 1,600 


2,201 

2,201 


In Position III the total of deposits is higher by the 
amount of ‘the influx of foreign money’, while the cash 
ratio of the commercial banks is down a trifle, the fall 
being more than balanced by a rise in the other liquid ' 
assets. To the repercussions of these changes we shall 
turn in a moment. lt is worth pausing here to realize that}, 
the Account has operated in a way analogous to the Issue , / 
Department of the Bank of England. When the Issue; 
Department receives gold the commercial banks receive \ 
an equal addition to their deposit liabilities and to their i 
cash reserves. When the Exchange Equalization Account 1 
receives gold the commercial banks receive an equal addi- 
tion to their deposit liabilities and to their non-cash liquid 
assets (Money at Call or Treasury Bills). The effect of the* 
Issue Department taking the gold directly from the market ‘ 
is to raise the cash ratios of the commercial banks. The ^ 
effect of the Exchange Account taking gold from the market 
is to lower the cash ratios, but to raise the ratio of total 
liquid assets (cash and Money at Call and Bills) by the 
same amount as the cash ratio is raised in the first 
case. 
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This device does therefore insulate the banking system 
from gold movements in some degree, though not entirely. 
When, in the absence of an Exchange Account, the gold 
movement is felt automatically by the Bank of England a 
multiple effect on aggregate bank deposits is induced by the 
initial disturbance of the commercial banks’ cash ratio. 
When the gold movement is absorbed by the Account the 
cash ratio changes much less hut in the opposite direction . 
Regard to the cash ratio alone would lead the commercial 
banks to contract earning assets and therefore also deposits 
slightly, A purely temporary movement would, in accor- 
dance with their usual practice, be ignored, being partially 
concealed by increased window-dressing if the movement 
were at all substantial. But any prolonged tendency for 
gold to be absorbed by the Account would, were the cash 
ratio alone considered, lead to some contraction of credit. 
We must not, however, forget the second liquidity rule of 
the commercial banks. The purchase of gold by the 
Account leads to the non-cash liquid assets rising as fast 
(absolutely) as do the deposits. While the cash ratio is 
falling very slightly (as a result of the increase in deposits 
while cash remains unchanged) the ratio of total liquid 
assets to deposits will be rising more. Within limits this 
higher liquid assets ratio may, in accordance with the 
second liquidity rule, satisfy the banks. Position III 
above will then be the final position of bank balance- 
sheets,. 

Undoubtedly this will be so, given the existence of the 
second liquidity rule as well as the first, unless a gold influx 
i* very prolonged. In that event, and even if it is not pro- 
longed, it is desirable that the central bank and the Account 
should allow the commercial banks to he certain of what 
is happening in the hope that the latter will then be entirely 
p.tssbe. If the commercial hank c do show signs of con- 
tracting credit as a result of the fall in the cads ratio it 
would, eeterif paribus, he appropriate for the centra! bank 
tu restore the udt ratio by purchase of securities, in the 
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way described in an earlier chapter. 1 Historically the 
problem has been provided with a solution by a pure 
coincidence. There was a persistent tendency during the^ 
nineteen-thirties for the Account to acquire gold. But it 
so happened that about 1933-4 the debt-funding opera- 
tions of the Treasury had left the market uncomfortably ; 
short of Treasury Bills. The banks, being unable to secure 
sufficient liquid outlets for funds in Money at Cali and 
Treasury' Bills, had, in accordance with their second liquid- 
ity rule, allowed the cash ratio to rise to quite an unusual 
height, to compensate for the unusually low ratio to deposits 
of other liquid assets. Over succeeding years the sale of 
Treasury Bills by the Exchange Account (to finance the 
purchase of gold) while foreigners were acquiring sterling 
had the automatic effect of reducing somewhat the cash 
ratios (as deposits increased) and increasing more rapidly 
the ratio to deposte of other liquid assets. The disposal 
of Treasury' Bills by the Account simply had the effect of 
restoring to a more normal condition the distribution 
of commercial bank assets (as between cash, other liquid 
assets, and the remaining assets). The banks were there- 
fore passive to the Account’s operations. 2 

One further question remains. In the preceding para- 
graphs it has been assumed that all is well if the banks can 
be persuaded to leave undisturbed the position reached in 
Position III in our schematic example. Is this assumption 
justifiable t It is true that the banks’ addition to Bills and 
Money at Call just balances the addition to the supply of 

Treasury Bills, so that no disturbance in short-term monev 

•> 


1 See pp. 102 5. It could thereby restore the cash ratio; but at the 
expense of some (probably trivial) fall in interest rates, which it might not 
wish to see. (The fall in interest rates is forced by the change in the 
composition of the public’s assets.) 

Subsequently it became evident that the continued absorption of gold 
during 1937, being met by rigidity in the cash ratio (in contrast to the 
earlier experience analysed above), forced the authorities to unload 
sterling securities on the market (not on the banks). In the absence of ar 
increased cash basis this tended to force up interest rates. 
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rater, nerd he expected. And it is true that the banks’ other 
c-’.rnim; tenets are undisturbed, so that there are no changes 
in Mipply to justify any change in the terms on which 
ordinary bank loans are available, or m the state of security 
markets, Hut there is an increase in deposits -the increase 
which fundamentally represents new* sterling which the 
Exchange Account has thrown into the market to meet 
(without disturbance of foreign exchange rates) the extra 
demand for sterling. On onr view of bank deposits this 
is obviously an increase in the supply of money. Is that 
likely to disturb the internal economic situation? 

The answer depends upon what the foreigner wants to 
do with the sterling when he gets it. lie wants sterling 
because he considers' it a more stable asset than his own 
currency or (if he is able to get it) gold. If he is content 
to hold the English bank deposit idle, simply drawing its 
income any inteiest which the English bank will pay, then 
the addition to the supply of money does not disturb the 
English situation for the new-born purchasing power is 
never to be exercised. 1 A second possibility is that the 
foreigner may want to hold British Treasury Bills or lend 
his money on short-term in the London discount marker 
In this tv.se the sales of Treasury Bills by the Exchange 
Account are met by the new foreign demand, either directly 
(when the foreigner wants to hold Treasury Bills) or in- 
directly (when the foreigner lends in the market, enabling 
discount houses to take up more Treasury Bills). This is 
an interesting possibility as it shows how given the Ex- 
change Account arrangements, ‘bad money" can mo. t 
harrnlr*' dy be employed in London. If the foreigner wants 
to hold British BiiL as an attractive sterling security, in 
preference to his own currency, the Exchange Account 
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simply creates the additional sterling securities required 
(Treasury Bills) which it hands (indirectly) to the foreigner 
in exchange for his own currency (which the Account 
immediately exchanges for gold). There is in this event 
no need for the banks to take up any more Treasury Bills 
nor for them to lend more to the discount market, nor is 
there any addition to the total of English bank deposits. 
The banks and interest rates in London are left absolutely 
undisturbed, just as when an influx of gold into the Issue 
Department is countered by an increase in foreign hoard- H 
ing of Bank of England notes. In the Exchange Account !' 
case the entire transaction is confined to three parties — 
the foreigner who distrusts his own currency, the English 
Exchange Account, and the foreign monetary authority, j 
They swap assets— the foreigner giving to the Exchange 
Account his own currency, receiving (indirectly) British 
Treasury Bills, the Exchange Account gives to the foreign 
monetary authority the foreign currency, receiving gold. 1 
In the Issue Department case, the foreigner, through the 
foreign exchange market, offers gold, receiving bank-notes. 
If the foreigner does happen to want to hold sterling in 
the particular form which the Exchange Account creates 
(British Government I O U’s) there is no disturbance 
whatever to the English banking system. The Account 
acts as a perfect insulator. 

! The success of the Account is much more limited if the 
/foreigner takes bank deposits which he proceeds to use for 
i speculative investments on the London Stock Exchange. 
In this event the new-born bank deposits do disturb English 
conditions, for the capital market is subject to bigger pres- 
sure of demand and interest rates tend accordingly to fall — 
with inflationary effects. This was broadly the position in 
1937 in the United States. Their Exchange Equalization 
Account arrangements, even after the elaboration which 
more effectively insulated the supply of cash in America 

1 The disturbance which occurs in the foreign centre is not our con- 
cern here. It depends upon the technical arrangements there. 
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meat then had more unused notes and less securities than 
before. It enabled the banks to draw out notes for circula- 
tion, without repercussions on the total deposits, by buying 
securities in the market in the ordinary way. A sale by the 
Account of gold to the Bank of England may also bestimu-' 
lated by a desire to add to tire Account’s sterling resources.^ 
If the Account has almost exhausted its sterling resources* 
in the purchase of gold, they can be increased by fresh 1 
legislation to authorize the issue of more Treasury Bills’, 
to the Account as was done on two occasions before war! 
powers gave the authorities complete freedom of action. 
But if for any reason the authorities wished to avoid fresh 
legislation (as when Parliament is in recess) the Account’s 
sterling resources could be increased by a sale of gold to 
the Bank. On such an occasion (as in the autumn of 1936) 
the spectacle of a large increase in the unused notes lying 
in the Banking Department might be undesired, in which 
case the Fiduciary Issue could be decreased by the amount 
which the Bank paid the Account for the gold. The changes 
at the Bank of England were then confined to the Issue 
Department. This is shown clearly in a comparison of the 
Bank Returns of 9 December and 16 December 1936, 
between which dates the Issue Department bought £65 
millions gold from the Account and the Fiduciary Issue 
was reduced by £ 60 millions. (The following figures are 
in millions of pounds.) 



9 Dec. 

16 Dec. 

Intervening 

Change. 

Gold 

Fiduciary Issue . 

Note Circulation . 

Notes in Banking Department 

2487 

260-0 

458-9 

49-8 

313T 

200-0 

467-7 

46-0 

+65-0 
— 6o-o 
+ 8-8 
- 3-8 


The device of the Exchange Equalization Account was 
thus developed in such a way as to enable the Bank of 


aZ IS f UC De P artm « lt : .available when the gold was ‘written up’). The 
Act of 1939 removed this complication by enabling the Bank of England 
to account for its gold at the ruling market price. 
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so only on a cash sale basis, causing Britain to sell a large 
proportion of the foreign investments the income from 
which had contributed substantially to payment for imports 
of food and raw materials. Under the Lend-Lease arrange- 
ments which governed United States supplies to Britain 
and many other countries during the last four years of the 
war, a large part of these supplies did not have to be paid 
for; but the foreign exchange position of the U.K. (and 
to some extent of the other countries) continued to be 
extremely difficult because productive resources were 
diverted from the export industries to direct war purposes. 
The economic disturbance of the countries invaded by the 
enemy and of the defeated countries is, of course also ex- 
treme; and even neutral countries suffered considerable 
economic distortion by the interference with foreign trade. 

This is no place for an exhaustive account of these 
various disturbances; but little imagination or knowledge 
of current world economic conditions is necessary to appre- 
ciate that, pending the reconversion of productive resources 
to peace-time uses, any simple lifting of foreign exchange 
restrictions would plunge the world into a chaos of mone- 
tary troubles far worse than anything faced in the nineteen- 
thirties. 

Those who, not only in Britain but fortunately in other 
countries as well, have had to contemplate the problems 
of monetary reconstruction, have taken a line radically 
different from their forerunners of 1918-20. They have 
not been content to advocate a return to pre-war monetary 
arrangements as quickly as industrial reconversion permits'. 
On the contrary, they have faced the fact that the condi A 
tions of the nineteen-thirties were far from perfect. The\' 
makeshifts of that period had depended on international r 
goodwill and co-operation that should be embodied in a 
formal agreement far more comprehensive and considered j 
than the Tripartite Agreement of 1936 1 — and even with.) 
international goodwill those makeshifts were cumbersome'’ 

1 See p. 192 above. 
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and in pome directions ineffective, The world therefore 
should not strive to return to the nineteen-thirties, but to 
something better. 

This was the spirit animating those who, through the 
long Anglo-American discussions of 1943 and 1944, pre- 
pared the way for and brought to n successful conclusion 
the Bretton Woods Conference of July 1944. At the Con- 
ference final plans were drawn up for two new interna- 
tional institutions — the International Monetary Fund and 
the International Bank for Reconstruction and Development. 
Before the end of 1945 a sufficient number of countries ~ 
including the United States and U.K. whose membership 
was vital to the plans — had accepted the Bretton Woods 
Agreements and the two institutions were duly established 
early in 1946. 

Before outlining these plans it is worth recalling the 
various aims which had inspired national monetary policies 
in earlier years, since these aims remain largely unchanged 
and the complications of the new international plans result 
from the effort to reconcile the national aims whose conflict 
has been so apt to produce chaos in the past. In the first' 
place, the fashion for the gold standard a generation ago 
was based on the belief that it brought both (a) stability 
of foreign exchange rates, so facilitating international trade 
and capital movements, and (h) reasonable stability of the 
internal value of money, so protecting the nation from < 
the economic chaos of the extreme inflations into which 
it would otherwise slide. During the inter-war period 
the gold standard lost caste mainly because (a) it appeared 
that in the face of disequihbria in world t riding conditions, 
foreign exchange rigidity could be a menace to internal 
economic stability and in particular to full employment, 
and (b) freedom of international capital movement made 
maintenance of the gold standard costly (in gold roervm) 
and technically difficult. The Exchange Restrictions 
systemm of the nineteen-thirties made even the most 
d cm fable mtemation.il capital movements imp-crihlc *ind 
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generally involved increasing distortion of foreign trade 
so that, though protecting the internal employment and 
money income structure, they militated against the direc- 
tion of productive resources into the best uses. 

A new settlement had thus to aim at facilitating inter- 
national trade and those international capital movements 
which were desirable from the point of view of taking the 
opportunities for real investment, and to do all this con- 
sistently with national economic policies which seek to 
promote full employment and involve recognition of some 
rigidities in money incomes. The Bretton Woods plans 
provide for: 

(a) reasonable stability for foreign exchange rates, with 
a readiness to adjust rates when fundamental disequilibria 
appear; 

(b) reasonable freedom of transactions from exchange 
restrictions; and 

(c) encouragement of certain long-term capital move- 
ments. The International Monetary Fund Agreement 
covers (a) and (b), whilst that for the International Bank 
covers ( c ). 


The International Monetary Fund 

The main provisions of the first agreement 1 are: 

I. The member countries undertake to maintain their 
currencies at par values fixed in terms of gold, subject to 
change only ‘to correct a fundamental disequilibrium’ and 
after consultation with the Fund. (The Fund cannot object 
if the change is less than io per cent.) 

' Exchange Restrictions on payments and transfers ‘for 
current international transactions’ (i.e. commodity trade, 
interest payments, tourist expenditure &c. as distinct from 
capital movements) are forbidden except (c) during the 
Transitional Period of the immediate post-war years, or 


‘ Th e sctames are set out in full in the Final Act of the Conference, 
published by H.M. Stationery Office as Cmd. 6546 of 1944. 
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{b) with the approval of the Fund. The most important 
t .isr likely under (h) are likely to occur under the operation 
of tiit Tcaree Currencies’ Article referred to below. 

IJL Member countries subscribe quota*, in part in gold 
or United Stales dollars, but mostly in their own curren- 
cies. The stock of currencies and gold so obtained is avail- 
aide for loan to members to enable them to maintain, in 
the face of temporary difficulties, the par values of their 
currencies. A country can, that is to say, ‘overdraw’ on 
in balance of payments, but these overdrafts are limited 
by a complicated reference to its own ‘quota’, and it has 
io pay interest at increasing rates. Overdrafts may not be 
used ‘to meet a large or sustained outflow of capital’. 

IV. If the authorised overdrafts threaten to exhaust the 
stock of a particular currency in the Fund (as would occur 
if the country had a persistent excess of claims on other 
countries arising from current and capital transactions 
tngt ;her) the currency may he declared ‘scarcc\ Members 
requiring that currency are thereafter rationed, and any 
member may impose exchange restrictions on current ns 
well as capital transactions with the country of scarce 
tuirency. 

TK*<e main provisions are supported by a large number 
of complex conditions designed to make the system work- 
able without opening the way to abuses. In practice success 
or Dilute will depend on how member countries behave 
when things go wrong — when overdrafts arc strained or 
when currency becomes scarce. From this point of view 
mo a hope must be placed in two factors: first, the large 
tmvMJre of agreement, on both objectives and principles 
of operation, reached between the major countries partici- 
pating; and secondly the continuous consultation between 
exjurt- on an international plane and with access to an 
unpntmkmu! amount of information. The Articles of 
Agreement provide not only for regular meetings of the 
Gmernor-. and Directors of the Fund but also for special 
consultation and the formulation of ad hoc Reports when 
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strains develop. The quotas that regulate the size of over- 
drafts are small in relation to the possible disequilibria that 
arise in international transactions, but there is now at least 
a reasonable prospect that the monetary difficulties of a 
country' will be properly understood by other countries, 
who have undertaken to refrain from competitive depreci- 
ation and other aggravations of the original sources of 
trouble. The mere provision of ‘machinery for consulta- 
tion and collaboration on international monetary problems’ 
will in time contribute more than any other provision 
towards realization of the ultimate aims of the Fund. 

But before the Fund has a real chance of proving its 
worth, there is the ‘Transition Period’ to' be overcome. 
The largest quota holders are the United States and the 
U.K., both of whose balances of payments are at present 
far from equilibrium — the United States one way, the U.IC. 
the other, and until these and other disequilibria havebeen 
substantially reduced the Fund will have to be operated 
with the ‘Transitional Period’ modifications of Article 
XIV. Apart from this Article the Fund makes no pro- 
vision for the difficulties of the immediate situation — 
indeed it is expressly provided that the Fund’s resources 
shall not be used for relief or rehabilitation nor for the 
settlement of abnormal indebtedness arising out of the 
war. In part, these special needs must be met by ad hoc 
arrangements such as the United States and Canadian 
loans to Britain, but they may also be met in part 
by the establishment of the other new institution- — the 
. International Bank. 

The International Bank for Reconstruction and Development 
Like the Monetary Fund, the Bank has a Board of 
Governors and Executive Directors, some being nominated 
by the largest participants and the others elected by the 
smaller participants. Its purposes are stated in Article I 
of the Agreement: 

_J L To 355131 in the reconstruction and development of territories of 
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application, an ad hoc Loan Committee has to be appointed, 
consisting of technical experts from the Bank itself v, ith 
one representative of the country in which the loan project 
is situated. 

A study of the purposes of the Bank as set out in the 
Article quoted above will indicate the kind of transactions 
for which the Bank is to use its resources. It is essentially 
to supplement or facilitate private investment, especially 
for post-war reconstruction and for the development of 
backward territories. In this ■way its place ns a complement 
to the International Monetary Fund is clearly seen. Its 
contribution to world economic order and progress will 
be helped by the fact that no loans made or guaranteed by 
it may be ‘tied’ to the purchase of goods in particular 
countries. 

In many aays the Bank’s powers are hedged about in 
the interest of the members as subscribers of its capital. 
In the first place, it is to guarantee loans by others rather 
than make loans itself, resorting to the latter course where 
the borrower has been unable to find a reasonable lender 
elsewhere. Secondly, whether a direct loan is made or 
only a guarantee given, the government of the member 
country receiving the loan (which can be to a local govern- 
ment authority or to a private firm, as well as to a national 
government) must itself guarantee the loan. Thirdly, the 
Bank s guarantee is not available unless the borrower has 
been able to show inability to obtain a loan or reasonable 
terms without the guarantee. Lastly, the borrower must 
appear after proper examination likely to be able to meet 
his obligations — i.e. the Bank’s resources cannot be used 
for gifts publicly described as ‘loans’. 

The interest charges on direct loans are left to the dis- 
cretion of the Bank. Commission rates for guarantees are, 
during the Bank s first ten years, limited to a range of i to 
x ^ per cent, a year. All charges are payable in the original 
currency ot the loan or (at borrower’s option) in gold. 
UTere the Bank guarantees a loan, it is under obligation 



CHAPTER IX 

the distribution of commercial bank 

ASSETS 

I. Economic Significance of the Distribution of Assets 
The alleged powcrlessness of bankers to influence the 
general economic situation has sometimes been formulated 
m statements of this kind: ‘The banking system detS 

causes that influence ovc/the Sys J em of bankin g 

exercised bv control of m -pending of money to be 

banking system influenrewe^raf C f °” fcrrin S on the 
same proposition miv • r3tes Interc st. This 
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commercial hanks* were more or less those of present-day 

England. But the current English system need not he 

considered a model from which all other possible systems 

are more or less desnicable deviations ! And in any case 
* • 

we must, if wc are to understand how far the analysis of 
the above-mentioned repercussions depends on certain 
banking methods, look further into the details of com- 
mercial hanking methods. The initial form at least of the 
repercussions following a redistribution of assets obviously 
depends on the particular classes of assets which the banks 
choose to take in exchange for bank deposits. What is the 
basis of the commercial banks’ scales of preferences for 
different classes of assets? How far are those preferences 
open to modification? What influence do they have on 
the efficacy of central banking ? What are the implications 
for the future of commercial banking? 

If. The 1 Liquidity of Bankers' Assets 

(The ultimate object of a commercial bank is to make 
profits for its shareholders. The profit is derived from the 
income attached to the assets it is enabled to hold by the] 
public's being willing to hold the bank’s debts (deposits)’ t 
tw money balances.) Thu profits are greater the higher the*-" 
yields of the assets it holds. They can quickly* be turned 
into losses if the* capital value of the assets falls. The, 
possibility of earning profits at all depends absolutely onj 
the* public's acceptance of the bank’s debts. There must 
be ’confidence* in the bank. The public accepts the bank 
deponit ,iv being \k good as cash’. Public confidence in 
the bank depends therefore on the belief that the bank v, ill 
always be able to exchange deposits for cash on demand, 
Powif to offer cash in exchange for deposits is therefore 
a pKtxqukite of the profits which a eommuekd bank is 
•: t eking. 
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confidence.* To maintain confidence he must maintain an 
adequate degree of liquidity in his assets. /The perfectly 
liquid asset is, of course, cash itself. The more cash a 
banker holds the more obviously can he, without any 
difficulty of any kind, offer cash in exchange for deposits. 
But cash is an. ‘idle asset’— it earns no income at all. To 
make a profit the banker must hold some assets which are 
imperfectly liquid . 1 What should be the nature (other 
than income-earning) of the imperfectly liquid assets of 
a bank? The answers which bankers have given to this 
question have generally left an ambiguity about the word 
‘liquidity’, an ambiguity that has its root in the banking 
conditions of earlier days. To satisfy depositors’ claims a 
bank must be able to convert its assets into cash quickly. 
But that is not all. If the depositors’ claims are to be fully 
satisfied the bankers’ assets must be convertible into cash 
without loss. When bankers have said that they aim at 
liquidity they have generally included both these attributes. 

The ambiguity' is realized at once when we ask whether 
long-term British Government securities are highly liquid 
or relatively illiquid assets. The uncertainty of bankers’ 
treatments of this question has its origin in the ambiguity 
of their use of the term ‘liquidity’. The securities can be 
turned into cash very quickly for there is an excellent 
market for them on the London Stock Exchange. That is 
to say, these particular assets are readily shiftable on to 
other banks or institutions or persons willing to supply 
cash. But the amount of cash which can be so obtained 
depends upon the market price at the moment — it may be 
more or less than the price at which the bank acquired the 
asset. Only by waiting until the distant maturity date can 
the face value certainly be obtained. This asset is attrac- 
tive to the banker in that it is shiftable and, if he can wait 

1 There is the possibility that a State institution can perform the busi- 
ness of creating a readily transferable asset for public use in settling debts, 
meeting the cost by charging individuals a commission on the amounl 
they draw. 
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'Liquidity* of k\ni:i:rs* asscts 


until the maturity date, devoid of risk of kns, But it is 
imattwelive in that earlier realization may involve the 
hunker in a capital loss. It h well-nigh perfectly ‘shiftable*, 
but despite the absence of any risk of the British Govern- 
ment's not meeting its obligations the security has not all 
the qualities w hich the bunker includes in perfect liquidity. 

The distinction between shiftabiiity and the second 
attribute of liquidity may be further illustrated by refer- 
ence to the ordinary shares of an outstanding industrial 
company -say Imperial Chemical Industries. A bank 
which chose to hold such shares could turn them into cash 
very quickly by selling them through the Stock Exchange 
where those shares enjoy a wide market. But there would 
be all sorts of risk of loss attached to those securities and, 
despite their very high degree of shiftability, the hanker 
would probably describe them as illiquid. Contrast the 
example of a bunk for individual) lending to a traveller 
going to Tibet or to explore the Desert of Gobi. The 
tender may well know the traveller to be an honest man 
w Iso will make a point of paying his debts when lie returns. 
The debt mav he well covered hv assurance of the traveller’s 
life, the polio being held by the creditor. There may thus 
be practically no risk of }o s attached to the loan— hut a 
bank may well hesitate to oiler a bank deposit in exchange 
for the traveller's promise to repay. For it would be very " 


difficult to arrange for some other institution to take over, 
in t:\i hrmge for ca di, the bank’s claims against the traveller 
whilr the latter was in the middle of the Desert of Gobi. 
The .wu would be shiftable only with great difficult}, 
and, despite the virtual ahv-nce of ri4:, the bunker would 
describe the a >ct (the traveller’s promise to repay) n> 
ifliquid. Many bunk loans to business men ate probably 
more m h; like this: the bank managers know that the 


firm’., .’--its amply en*.vr the amount of the loan, and that 
the firm i an hrmrw o-r, but the informality with which 
U s ?.,*« 1>. Iv.n arranged between bunker and customer 
tm k'*'* st ’ hufu’de onb at cun-ub ruble inconvenience. To 



zi6 DISTRIBUTION OF COMMERCIAL BANK ASSETS 
many other business loans serious risks of loss are also 
attached. The banker rightly ranks his loans on overdraft 
arrangements among his least liquid assets. 

The astute reader will have noticed, particularly in the 
discussion of the example of British Government securi- 
| ties, that shiftability and risk of loss as the two elements 
uvhich constitute the banker’s liquidity are not completely 
'disentangled. If the bank'ei • can wait until maturity there is 
no risk attached to a redeemable British Government bond. 
If, therefore, the banker has a fair proportion against 
deposits of assets which have high shiftability and low 
immediate risk (cash being the extreme case), he can feel 
reasonably secure in holding some assets which are highly 
shiftable but only riskless if not shifted. Similarly, if he 
has a fair proportion of the most liquid assets, he can 
, afford to hold some assets which have a low risk degree 
1 but also low shiftability. Assets which are both unshift- 
able and risky will be viewed with much more disfavour. 
The banker must, that is to say, pay regard to both aspects 
of liquidity at once. He should always have some assets 
which have both attributes clearly. In addition he should’ 
have some assets with a high degree of shiftability which 
involve no risk of loss if shifting can be avoided. His re- 
maining (less shiftable) assets should at least not involve 
him in losses. These are among the fundamental canons of 
sound commercial banking. 

( We must now look more closely into this matter of 
shiftability . One particular commercial bank can look 
upon some of its assets as readily shiftable on to other 
banks dr non-bankers willing to diminish their balances. 
For the purpose of meeting temporary adverse Clearing 
House balances or for meeting a run which is, for domestic 
reasons, restricted to one bank this shiftability is adequate. 
But a much more dangerous situation may arise. The 
demand for cash in exchange for bank deposits may not 
° e ,.^° , n . e< ^ t0 one bank. Indeed, if a crisis arises it is 
unlikely that a run will be restricted to a single bank. The 
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more consolidated the- commercial banking structure the 
more likely is the demand for cash to be generalised. In 
America the correspondent connexion between unit banks 
is apt to be a channel through which shocks to one bank 
can pass to many other banks. In a country where the 
business is all in the hands of a few great banks serious 
disturbance of one of those banks is bound to cause such 
rt disturbance of the entire economy ns to spread the diffi- 
culties to other hanks. Such considerations as these make 


it imperative to think of shiftability very much in terms 
of shiftability on to the central bank — the lender of last 
resort, the ultimate source of cash. In judging the shifta- 
bility of any asset regard must be had primarily to shifta- 
bility (either direct or indirect) on to the central hank. 
The eligibility canons (the rules by which die accepta- 
bility of assets is determined) of the central bank are there- 
fore of vital importance to the liquidity of the eommetcial 
banking system. 

Maximum shiftability is attained by assets which can 
be most readily shifted on to the central bank. This 
depends entirely on the eligibility rules of the central 
bank. Generally speaking central banks will give cash on 
demand for Treasury Bills and bills of exchange fulfilling 
certain conditions. Why these happen to be the typical 
eligibility rules of central banks we shall discuss in the 
next section. We may simply add here that since the 
implication.'* of central hanking have been fully understood 
there has been a disposition to extend eligibility to other 
cl.v. cs of «$ -cts. Any such extensions are subject, how- 
ever, to obstacles not placed in the way of the rediscount- 
ing method of obtaining cash. Treasury Bills and bills 
exchange which meet central bank requirements are there- 
fore £aUTiiU\, the mo-t liquid’ earning s^cts; but nut in 
launhiu. The mUsrnuntability of a bi!S makes it u*rv 


auras. the for its <-hiu,thi)itv; but the length of hs life— 


typtccilb three month* -"Implies ri--k of ? small h 


If the bill h 


rrdh counted at .1 higher rate of interest 
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(discount) than that at which the commercial bank took 
it, there may be a capital loss. 1 1 he shorter the life of the 
bill the smaller is the loss which may be involved in re- 
discounting. Hence the preference of banks for short- 
dated bills. The ‘eligible’ bill is a highly shiftable asset, 
and becomes less risky as it approaches maturity. London, 
with its highly developed discount market and its system 
of indirect contact between the central bank and the com- 
mercial banks, has been able to provide the banker with an 
even more liquid asset. The call and short loans to the 
discount houses have the shiftability advantages of bills of 
exchange because the Bank of England is always ready to 
give the discount houses cash in exchange for the eligible 
bills which the commercial banks expect to be deposited 
as collateral security for their loans to the discount houses. 1 
But if the banks want to obtain cash they can call in these 
loans and secure the full sum originally lent, with interest 
at the pre-arranged rate. There is no risk of loss. In Lon-, 
don therefore the Money at Call and Short Notice, in so 
far as it is covered by.cligible paper deposited by the dis4 
count houses, stands next to cash in order of liquidity! 
After that, and immediately after cash in other banking 
systems, come Treasury 7 Bills and bills of exchange in 
order of their nearness to maturity. The very slight risk 
there is of wholesale default by all the other names on an 
eligible bill of exchange is the only 7 reason for placing 
Treasury Bills before ordinary bills of the same maturity 7 . 
No other assets are so shiftable. Wherever there is a well- 
developed central banking sy r stem banks are apt to con- 
sider their proportion to deposits of these highly liquid 
assets as almost as important as their cash ratios. We have 

* As explained on p 55 above. 

The banks have also, especially in the nineteen-thirties, been prepared 
to lend to the discount houses on the security of non-eligible paper (such 
as government bonds having a year or so to run); but the lower liquidity 
ofloans against such security has been reflected in higher rates of interest 
charged on them per cent, or 1 per cent., against * per cent, for loans 
secured by eligible paper). 
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already seen 5 how in England this tendency has become 
sufficiently crystallized to merit the title of the Second 
Liquidity Rule, and how the operation of that rule ha? 
qualified the connexion between the supply of cash ami 
the total of bank deposits. 


III, The Attractions of Sclf-liqitidatinq Paper 

But so far we have, in a sense, evaded the hstie. We 
have said, in effect, that commercial banks have a certain 
preference for those assets which the central bank prefers. 
To understand the problem thoroughly we must ask why 
the central hank has historically preferred assets of certain 
types, and the superficial answer unfortunately seems to 
take us round the circle again. Whether we look at the 
United States, which to some extent viewed the problem 
independently, or at England, or at the many countries 
which have simply followed American or English practice, 
the ultimate answer to our historical question is that 
central banks have, in order to protect themselves against 
loss and to discourage bad banking, preferred ‘sound 
banking assets'* The ultimate reason for bills of exchange, 
(and derivatively loans to reputable houses collaterally 
secured by bills) being considered ‘sound banking assets’ 
still eludes us. 

We have only to glance at the literature of banking to 
find the banker’s own explanation of the bill of exchange 
constituting ‘a sound banking asset’. The bill of ex- 
change, says the banker, is the idea! self -liquhlati ftp paper. 
The kind of bill a banker likes has its origin in an actual 
commercial transaction -say the export of Australian 
wheat to England— which will bring money into the hands 
of tisc debtor automatically at the end of a verv short 


period of say three months. The banker simply has to sit 
is .;d: in his parlour for that very short time while the wheat 
U coining across to England* and the debtor will meet hr. 
bill without the slightest difficulty, provided of eossr.-r that 


f In Chipir,' II, 
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the debtor is an honest man — and the banker looks for 
reputable names on the bill to guarantee that he will re- 
ceive in due course the money that is bound to emanate from 
the conclitsipn of the transaction. The banker has this theory 
of self-liquidating paper in mind not only when he is 
taking bills of exchange but also when he is making 
advances to business men — a loan for the purchase of raw 
materials needed to meet an order for the business man’s 
product is normally more attractive to the banker than is 
a loan to an undergraduate to enable the latter to complete 
his university course. The great difference between the 
bill of exchange and the informal commercial loan is that 
in the former case there is, and in the latter case there is 
not, a negotiable legal instrument that greatly facilitates 
the shifting of the loan. And if we want to know why the 
bill method is used in one case more than in another 
the answer is that bankers have devised the negotiable 
legal instrument to increase the marketability of those 
assets which, by reason of bankers’ taste for their ‘self- 
liquidating’ nature, already have most chance of finding 
a market. The existence of a legal instrument called a bill 
of exchange is not the hall-mark of the self-liquidating 
asset. 

A self-liquidating loan is thus one which the debtor is 
thought sure to be able to repay, because there is evidence 
(often in the shape of warehouse receipts held by one of 
the parties) that he is engaged in a genuine commercial 
operation, closure of which will provide him with the 
wherewithal for repayment. But, to revert to our example 
of the Australian wheat exporter, will the closure of the 
transaction— the sale of the wheat in England — necessarily 
enable the debtor to repay ? That depends on the price 
the wheat realizes. The loan arrangement will generally, 
by keeping the amount of the bill below the expected sale 
value of the wheat, allow some margin to cover a slight 
unforeseen fall in wheat prices. If, however, there is a 
catastrophic fall in wheat prices before the cargo of 
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ci ther the banks themselves or some specialist intermediary 
guarantors’ would have to pass judgement on the credit- 
worthiness of borrowers for long periods ahead. This is 
a crucial difficulty for the banker. It is infinitely easier to 
ray of an industrial firm that it is likely to be still solvent 
in three months’ time than to say that it is likely to be still 
solvent in twenty years’ time. It is the greatly increased 
risk of loss, due to the difficulty of foreseeing the credit- 
worthiness of particular borrowers far ahead as well as to 
the greater effects of interest rate changes, that makes the 
bankers avoid the long-term capital market. The short- 
term loan is not more attractive to the banker because it is 
used to finance a transaction that is self-liquidating in a 
way in which transactions financed by long-term loans are 
not. It is more attractive because given changes in the rate 
of interest disturb its capital value less and because it is 
easier to look three months ahead than twenty years ahead. 

This analysis of the ultimate roots of the bankers’ 
preference for short-term loans may appear to have no 
practical importance. It might be argued that all wc have 
to do j« to take it that bankers have traditionally had cer- 
tain preferences and that those preferences have influenced 
the preen t shifubility of assets on to central banks, and 
that the current liquidity notions of commercial banks are 
bwvd on these traditional preferences and on the current 
shifubtlHy of their assets on to the central bank. This 
would be a conclusive argument if wc could take the view 
that the banking system has now reached n final stage and 
further evolution is unthinkable. The latter position is 
untenable: hanking Ideas arc bound to change in course of 
time. And unles 1 - the root*, of bankers’ traditional ideas 
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even less of government securities'!*? 2 ^ banks hold 
e unstable South American st + ^ some banks of 
Given that he ' ! lcan states. 

liquid assets-abovedl 25! Pr °- rided with the most 

assets universally sought bvbaM^ 6 1S ~? e S eneraI class of 
oans to business men, made dS** This consists of the 
arrangement or by the discounti?^^ 11 ? 1 ' 311 overd raft 
In Lon donj and tQ a ]ess sconntmg of a bill 0 f exchange. 

of exchange often • ln s °me other centres . tbe 
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method approaches the ordinary advances method. 
Which type of arrangement predominates is apt to be the 
outcome of historical accident; hut the development of 
central banking has tended to encourage tire bill of ex- 
change method, as it provides a legal instrument which 
on lie more readily transferred than the somewhat in- 
formal bank advance. The bank advance has one great 
attraction for the banker: it is more profitable than any 
other asset. This higher yield is due to the fact that the 
personal rkks attached to such loans make them an un- 
attractive investment for people who have not the facilities 
of bankers for investigating the credit- worthiness of 
borrowers. The loans have, as we have seen, certain 
disadvantages also for the banks; but the higher return 
compensates the banks for the relatively low liquidity and 
the risks involved. Within limits therefore the banker 
rejoices in a business man’s demand for a loan. The bigger 
the outlet for such loans the smaller in general will be the 
proportion which a bank’s other assets bear to the total. 
Opportunity for taking tip these attractive assets may even 
induce the banks to lower their norma! cash ratio (i.e. 
expand total assets when the cash lias not expanded), 

A high-class HU of exchange can normally be discounted 
at rate; much lover than those charged on bank advances. 
This difference reflects the greater security given to the 
hill by the signature of an acceptor of high standing and 
by any other signatures which the bill bears. The acceptor 
bears the immediate risk of the debtor’s defaulting. Hi* 


tfureforc is the work of rifting the creditworthiness of 
debtors, a function performed by the bank when it L 
making ordinary advances. Despite the lower yield, bank* 
cb’vrc to hold '•-mne bilk became of their great shifl- 
nbithv. Bilk ah'* yield on the average le s than medium- 
end hmg-nrm government securities, while the latter 


vie] 


J Is - then the m dinary bank advances. 
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government securities) is practically universal. All banks 
have to hold some cash; they choose to hold some bills 
because their great shiftability compensates for the low 
yield; the high yield of advances attracts the bankers - and 
investments give a very safe core to those earning assets 
hat can be left undisturbed for years at a time. Apart 
from the varying distribution of these assets from country 
to country, which we have discussed above the mn?t 

import difference has been in the demands which 
bankers have been •» . 



u ■ 6 . oanirs nave been willing- to 

mee, b e men , s demands J 

latter have been required to finance working capital- 
purchase of _raw , ■, teriak wage-bilb on long contracts, 

qncstln Itl “ 8 h T “ lwa y s had ” ™" d * 

SaSon, AccoT„ e rthc ed h f0r 

frown upon demands for , hi ^ '' e been mdined ,0 

factory 

against financing fixed caniSl ™ >7’ , , Their 
when a firm wants accommnrW 7 ^ f daxe ^ temporarily 
able to obtain long-ferm • a Pr ° ° n ^ untd lt has been 
Certain banks have also r Ca ^ lta ^ rom s °me other source. 1 
ously interested b tt E ? tlme t0 time become ™tori- 
cotton indSS) bS ^ ° f indust ^ (** the 
unduly generis in ‘ d haS been tbe ««* of being 
top of a boom— ithas^m S te ™P°mry finance at the 
of policy. The general nr dlCated an > r deliberate change 
long-term purposes has beSXs T** a ? inst lendin g for 
liquidating paper discussed P r^- ° n , tbe theory of self- 

perhaps been unfortunate^hafthe h cha P ten Ithas 

been formulated in such a „ tb f banking canons have 
placed on the period of the t 37 tbat em Phasis has been 
basic fear of incurSig ] Ios Se f ^ tban on the 
, p S SGS - The ld ea that a short loan 

For example, in the inter-war n - • j 
electnfi^ 0 hemes W£re ^ P^od of the Southern Railway 

beUlg Pmd ° ff 35 — as opportu n %; a ; s C s l by ^vances, the latter 

y to issue new debenture stock arose. 
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was necessarily a safe loan ami that it could not encourage 
such infhstionnry development as would inevitably result 
in a era rid die) sometimes dose the eyes of hankers to the 
risks they were running. Hence the accidental interests of 
the banks in the fixed capital of collapsing industries. 

There are some signs that the rules by which English 
bankers judge the attractiveness of loans have been modi- 
fied somewhat. There is still no general disposition to 
involve a bank in the permanent financing of the fixed 
capital of industry; but bankers are apparently willing 
nowadays to make temporary loans for such purposes and 
for the anticipation of individual incomes if first-rate 
collateral security can be deposited. Mortgages on real 
property or life assurance policies are commonly regarded 
ns such security {w ithin limits, of course). A bank which 
lends a tradesman sufficient to huv a motor-van, the trades- 
man having deposited as security a life assurance policy 
the surrender value of which covers the loan, is taking 
virtually no risk. The fact that the tradesman is using the 
money to buy not stuck for his shop but a van for deliveries 
is rightly regarded as of no direct account to the banker. 
Title-deeds to real property are of course, not quite such 
attractin'* collateral, but if the margin between the amount 
of the loan ami the current market value of the property is 
huge the bank may well feel justified in making the loan. 


Banks may even, in the case of customers who-w pro- 
fessional position is known to the bank and whose reputa- 
tion of cr< dkworthinv-ss is beyond .suspicion, make loans 
fur any pnrpo*e without requiring -any collateral security. 
So d j >ubt ell these things were done in the nineteenth 
century ; but v< here.**; in throe days the speeches .and books 
of bankers frowned upon Mich transactions a*. rather shady 
K< tiling, the bw4i of to-day discuss them as perfectly 
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respectable transactions. Any change which focuses the 
attention of bankers on gauging risks of loss rather than 
ill-formulated rules of thumb is all to the good. 

At the same time the advantage. of scrapping the old 
rule of thumb must not blind us to the fact that the 
bankers remain subject to the general business atmosphere 
from day to day. In prosperity they will be human enough 
to underestimate risks of loss and in depression they will 
be human enough to overestimate risks of loss. In America 
in the nineteen-twenties the commercial bankers often 
involved themselves in heavy losses not because they made 
loans on real property but because they took for perma- 
nent prosperity what proved to be only a passing phase. 
Against such dangers there are no fool-proof rules for 
commercial banking. 

The tendency for English bankers to recognize the 
shortcomings of the nineteenth century’s golden rules 
seems unlikely to lead to any such radical change as would 
approximate English banking to the traditional continental 
model. Rather the tendency appears to be for continental 
banking to imitate English. On the Continent the com- 
mercial banks have traditionally been more deeply in- 
volved in industrial interests than have the English banks. 
This has been largely the result not of different banking 
theories but of the different order of events in economic 
history on the two sides of the Channel. Industrial de- 
velopment on the Continent was often much more rapid — 
the rise of the large firm was often too rapid for its capital 
needs to be met in the piecemeal way in which English 
industry had obtained its long-term capital. Banks were 
often established with some definite view of mobilizing 
the savings of the country for the benefit of the new indus- 
tries which were rising so rapidly . 1 Continental industries 
generally looked to the banks to provide them not only 

1 The contrast between Continental and British connexions between 
banks and industry can easily be exaggerated: I do not intend the broad 
contrast drawn above to be taken as a complete picture. 



s 3 2 distribution of commercial bank assets 

losses. Banking losses there would have been anyway; 
but the authorities rightly took the view that mixed hank- 
ing did much to increase the risk of severe hanking crises, 
and in many countries legislative action has compelled the 
mixed banks to separate from their work as deposit banks 
their work as industrial investment trusts. The two 
functions are now perfonned by completely independent 
companies.* The success of British banks in withstanding 
the crisis natuiully encouraged this process of 'purifying' 
deposit banking elsewhere. 

Thus, although the application of general notions is 
bound to \ary from country to country and from time to 
time, tire present position is that English banking notions 
of abbot ring deep interests in particular industrial con- 
cerns and preferring widespread short-term loans prevail. 
We may regard as typical the attitude of the banker who, 
refusing to encourage the foundation of great new indus- 
trial plants, sits in his bank parlour and waits for the 
established and successful man to come along for some 
temporary loan. The frequent complaint that the great 
branch banks tire less willing than the old private banks 
to help the small man perhaps has its root in this increasing 
passivity of the bankers of the world rather than in a con- 


trast between the private banker and the local manager. 
Our justification ol tiie bankers’ passivity suggests that 
the complaints should not be met by a revolutionary de- 
parture from the established English methods — in the 
direction of earlier continental banking. Rather the gap 
now left should be filled by new specialist institutions.** 
To some extent such institutions are appearing — the 
Agricultural Mortgage Bank in this country and the 
analogous Rural Credit Banks in many other countries are 
examples. In the nineteen-thirties ‘Credit for Industry’ 

1 The separation of American bants from thtir security affiliates, 
though haungsuntlnr results, has proceeded from rather different causes. 

I he wise fo, the banU cmbarlung on the business of 'industrial 
banhmR is cogently put in A. T. K. Grant. A Study of the Capital Market 
in Post-War Britain, pp, 184-9 and 275-90. 
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figures may yet continue to rise, as a result of old overdraft 
facilities being exercised. Since most overdraft facilities 
are granted for short periods only, the time-lag in the 
statistics is not long — a matter of a few months at most. 
It is seriously disturbing only when one is trying to relate 
the banking figures in a precise way to the turning-points 
of the trade cycle. 1 

In using pre-1914 banking statistics confusion can very 
easily arise from the quickly changing character of the 
published statistics, as the banking system was consoli- 
dated, and from the rapid upward trend due primarily to 
the growth of the banking habit. But certain features 
which have been marked in post-1920 days do appear 
quite clearly in the more rudimentary pre-1914 statistics. 2 

The outstanding feature of the available statistics is the 
lateness of advances in reflecting the movements of trade. 
Again and again this has happened. Trade has quite de- 
finitely turned upwards and advances have continued their 
downward trend for months — sometimes years — before 
turning upwards. In the most marked pre-1914 cycle, that 
culminating in 1907, the revival became noticeable in 1904 
but not until late 1905 was there any marked expansion 
in advances. In 1920 trade turned down in tire spring but 
advances continued expanding in the second half of the 
year, only going down in 1921. In 1929 the turn of 
advances downwards was quick ; but though revival began 
about the third quarter of 1932 advances showed no 
increase until 1934 and no marked increase until 1936. 
The late upward movement in advances in the nineteen- 
thirties revival is the harder to explain in view of the 

' Keynes made some reference to this time-lag in his Treatise on 
itcmey (esp. vol. i, pp. 41—3). The point was overlooked by’ Professor 
Clay in his analysis of the post-war boom and slump (see his Post-War 
Unemployment Problem, pp. 63-4), though it is not a serious drawback to 
his argument. 

I have used Mr. Goodwin’s (previously mentioned) analysis of 
statistics for the period I 92 S- 35 - For pre-1914 and other post-1920 years 
1 have had to use my own unpublished work. 
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activity of the building trade — a trade generally .''opposed 
to be particularly dependent on bank advances. The be- 
haviour of advances in the nineteen-thirties in fact sug- 
gested a secular downward trend upon which the normal 
cyclical movement is superimposed. 

Bills discounted and Money at Cali are items that may 
move divergently, sis when the banks have decided to hold 
more of the market’s supply of bills— or vice versa. Such 
movements are in general quite ephemeral and more 
generally the two items both expand when the supply of 
bills expands, and vice versa. Before 1914 the supply of 
bills reflected mainly the volume of international trade. 
General expansion of world trade increased the supply of 
bills and the banks would hold more bills themselves and 
lend more to the discount houses, thereby enabling them 
also to hold more bills. In post-1920 years Treasury Bills 
have constituted such a large part of the total supply of 
bills that the movements in the two items in the bank 
balance-sheets has reflected Treasury debt policy rather 
than trade movements. 

The influence of variations in Stock Exchange activity 
has been obscured, and has helped to obscure other move- 
ments, because the statistical treatment of advances for 
Stock Exchange purposes has varied from bank to bank 
and even within the same bank. Some loans for Stock 
Exchange speculation find their way into Money at Cali 
while Olliers go to swell Advances. It seems on the whole 


probable that the high level of these assets in 1910 was 
connected with the Stock Exchange activity of that year. 
In po'g-1920 years such movements are difficult to trace; 
but the peak in Money at Call and Short Notice in J92S 
may well have been associated with that year’** outburst of 
flock-* market speculation. 
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downward trend in the proportion which Investments 
bore to total assets, but superimposed on this trend was 
clearly the same cyclical movement that appeared in post- 
1920 years. Investments tended to contract as Advances 
expanded and Investments expanded as Advances con- 
tracted, The total of the two together is, of course, by no 
means stable. It appears that the banks decide the aggre- 
gate of their earning assets by reference to their cash 
reserves and the availability of the liquid earning assets. 
The aggregate of Advances and Investments can generally 
(though not always) be regarded as fixed when the holdings 
of cash and liquid earning assets is given. The bankers 
appear to rejoice in making as extensive Advances as are 
compatible with the maintenance of their security canons, 
filling whatever gap remains by Investments. The banker 
may be regarded as passive when he sits in his parlour and 
waits for the state of trade to fix his advances for him; he 
is active when, the outlet of Advances being determined, 
he takes the initiative of buying securities to fill the re- 
maining gap in his assets. The yield of securities and the 
state of the stock markets appear ordinarily to have no 
influence on the banker’s willingness to hold investments. 
The volume of investments is fixed solely by the behaviour 
of the other assets. In 1907 there was an extreme case 
illuminating the pre-1914 behaviour of bankers. In the 
crisis of that year they sold investments in order to raise 
their cash ratios — despite the fact that it was a very bad 
time to sell securities, and despite the fact that such action 
on their part could only aggravate the money-market 
tension. On the other hand, during the first years of the 
cheap money period of the i93o’s the banks had swelling 
cash reserves while the demand for advances and the 
supply of bills was falling sharply. They therefore in- 
creased their investments substantially. After 1935 the 
demand for advances expanded appreciably and there was 
also some increase in the supply of bills. The banks would 
have responded to these cnanges by selling securities had 
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n not been for the deliberate increase, by Bank of England 
action, in the cash basts, which enabled the banks to take 
op the increasing volume of attractive assets without 
contributing to depression of the gilt-edged market. All 
the w hile the Ban?; of England was providing the increased 
cadi required for circulation without allowing this de- 
mand to disturb the commercial banks. The n picul 
mume of banking statistics at the end of the cycle is for 
the expanding demand for advances and public demand 
for cash together to press down the cash ratio so that the 
banks sell investments to maintain their cash ratio w ithout 
refusing the most profitable assets -—advances. These 
sales of securities by the banks have an important in- 
fluence on the course of long-term interest rates in the 
boom. In i <>37 Bank of England inflationary action was 
striving to postpone the day. 

The complementary behaviour of the two items Ad- 
vances and Investments thus gives two important clue?, 
to the attitude of hankers towards different ekwe-, of 
asset'’.. In the first place, their willingness to make Invest- 
ments a mere buffer to the varying demand for Advances 
show.*, that they rejoice in accommodating all demands for 
Advances which meet their customary jecurity require- 
ments. Advances pay better than Investments; Advances 
accordingly have first consideration. In the second place, 
the laggard ties'- of Ad\ antes in reflecting trade-cycle 
movement 1 ! suggest** that the various phase- of the nde 
haw to be wdl under way before the bankers have the 
opportunity to encourage or discourage the movent' ms 
In nmdifving their attitude.-*. All the evidence gow to 
•'-urges: that English commercial banker*, at any rate 
gem. rally, are entirely pa she in the trade cycle. 

Thi« "■trtr.ii conclusion might haw to be modified 
4 •-•••me u hat if h could be'-hown th it the banker-. <Ki mm h 
to infimru e stock-m 5 r?a.t spccnlatinn. For irk* i 

ch.u.ge'-. .>re dempe 1 in the long-U * m rati of intern L and 
•nwh ih r.*ts von Imr sne influ; me in MsmuWirg or 
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retarding trade. But the available figures, do not allow 
us to draw any important inferences on this point. T he 
bankers from time to time exert themselves to emphasize 
the triviality of their support of speculators. Their be- 
haviour in making their own holdings of investments 
complementary' to the demand for advances probably has 
much more effect on the course of the trade cycle than 
docs any other operation of the commercial banks. 1 For it 
supports a tendency for long-term interest rates to fall 
when trade is slack and to rise when trade is brisk. The 
changes in the rates they charge for their own direct 
advances to business men arc generally far too trivial to 
have any influence on trade activity directly. 

These conclusions conflict directly with the view that 
bankers create or even exaggerate the trade cycle. We 
have shown commercial bankers to be mainly passive. 
Their most important influence on the course of the cycle 
we have suggested to be their tendency to make Invest- 
ments move inversely with Advances, and this influence is 
one which does not exaggerate hut checks the cycle. It 
should be emphasized that these conclusions relate to the 
commercial banks, not to the central banks who control 
the cash basis; and they have been drawn from English 
evidence. The more remote are the methods of other 
systems from those of English bankers, the less applicable 
may the conclusions of tin's section be. 

VI. Secular Contraction of the Demand for 
Bank I^oans 

In the preceding section we have noticed incidentally 
the existence of certain secular changes in the distribution 
of commercial bank assets. Before 1914 there was, for 
example, a marked downward trend in the investment 
proportion of the great English banks. Further back there 
had been a fall in bills discounted while advances rose 

* T’hctvhole of this section refers directly only to English conditions, and 
Uus sentence particularly should not be lightly applied to other countries. 
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(marking the supersession of die inland bill by the bank 

advance). In our own day the pre-rc)T4 downward trend 

in investments appears to have been reversed, while 

advances fend downward. This last change— the secular 

nuuknev for bank advances to shrink— has such far- 
«* 

reaching implications that it calls for some special discus- 
sion. It is at present not serious in England; but it has 
been far more marked in the United States and in Canada, 
.and other banking systems are said to be suffering more or 
less similar experiences. What arc the origins of this 
changer Of one thing we can be certain. Even if we do 
tint agree about the general passivity of commercial 
bankers, the great profitability of the bank advance is such 
that we cannot suppose that the bankers arc deliberately 
contracting their loans to business men at a time when 
bank profits are rather scarcer than usual. 1 Moreover they 
them -wives arc continually protesting that they would be 
only too glad to lend more if they could find borrowers of 
the usual calibre. We have already seen how the security 
canons acknowledged in print by bankers have been 
widening rather than contracting the field for bank ad- 
vances. ft seems hardly probable that there has been any 
such tightening-up of rules as would reduce gross profits 
more than bad debts arc reduced. 

The causes must be sought on the oilier side. What of 
the demand for bank advances? The demand for bank 
advances has, T believe, been subject to secular decline for 
five rc.vons; industrial integration, the relative decline of 
indn<{ru < peculiarly dependent on bank credit, the growth 
of specialist credit institutions and the development of 
stock markets, and she increase in cash payment in retail 
trade.- I would emphasize the conjectural nature of this 
an.-HsU, Rc.v'vv for the decline cannot be certain Iv 
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their confidence on this matter which so gravely affects 
the prospects of their shareholders. 1 * 3 The relative impor- 
tance of each of the five suggested reasons varies from 
country to country 

Industrial integration affects the demand for bank loans 
through the workings of the laws of chance, if nothing else. 
Industrial firms, like individuals, hold balances to meet 
contingent divergences between receipts and outgoings. 
Some of these divergences are orderly, being connected 
with seasonal movements of one kind and another. Only 
the smaller of these seasonal divergences will ordinarily 
give rise to the holding of balances. 1 The less easily fore- 
seen divergences arc those which give rise to most of the 
holding of balances and their distribution is naturally a 
chance distribution. The more chance variations arc 
aggregated the less is the aggregate itself likely to van,-. 
The balance held by one big firm is therefore likely to 
van,' relatively less than would the balances of twelve firms 
each one-twelfth the size of the big firm. It is but a short 
step from this to the proposition that, given the preference 
of business men to hold balances rather than overdraw 
their accounts, the one big firm is likely to use overdraft 
facilities less than the twelve small firms whose fusion 
constituted the one big firm. Big business means, on sheer 
laws of chance, small overdrafts. 

_ There is good reason to suppose that industrial integra- 
tion tends to reduce overdrafts for another reason. We 
have mentioned above the fact that seasonal divergences 
between receipts and payments will give rise to converse 
variations in balances only if the divergences are relatively 

1 Since this book first appeared my attention has been directed to the 
fact that the late Mr. McKenna (of the Midland Bank) did, in two of his 
annua! speeches to shareholders, make some reference to the matter. 

Durimr the tvar special factors, such ns methods of payment on 
government contracts, distorted tin both directions) the demand for 
advances, but with the return to peace the forces operating in the inter- 
war period arc probably re -averting themselves. 

3 We return to this point in a moment. 
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•small. A small firm, having to make provision for a seasonal 
t\ass of payments over receipts, faces the choice between 
holding mi idle balance over the excess receipts season and 
overdrawing in the excess payments season. V/hich it 
decides to do we cannot decide a priori: but some certainly 
choose to overdraw in the excess payments season. The 
big firm, on the other hand, does not face this choice of 
evils. Instead of holding an absolutely barren balance 
over the excess receipts season it can lend the money out 
at short-term— by taking up Treasury Bills, or depositing 
with discount houses for example. Or perhaps it will leave 
the money as a bank deposit standing in its own name, 
wringing from the bank exceptionally favourable treat- 
ment. It may even invest the money in bonds nearing 
maturity. The big firm can and the small firm cannot 
afford to do this because in the costs of investment and 
disinvestment there are great economies in large trans- 
actions. Thanks to its ability to secure some appreciable 
interest on its temporarily surplus balances, a huge firm 
like Imperial Chemicals need never contemplate the possi- 
bility of overdrawing in an excess payments period. This 
is avowedly an extreme example; but it serves to empha- 
sise the tendency for use of overdrafts to decline as a 
result of firms becoming of sufficient si7.e to enjoy econo- 
mies in investment and disinvestment of short-term 
funds,* 

The relative decline of industries peculiarly dependent 
on bank credit is probably far more important in the 
t htiled States and Canada than in England. In those 
countries agriculture has been notoriously dependent, 
apart front limited government aid, on the banks for 
a large part of its capital. The manufacturing and 
(in C-mada particularly) the mining industries which 
ere now.uk-As bulking relatively larger in their national 
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economies have been able to finance themselves largely 
by tapping the stock markets. The relative decline of agri- 
culture has meant a relative contraction m the bankers 
best outlet for loans bearing high rates of interest. 

Agricultural outlets for loans have also probably been 
those most affected by the rise of specialist credit institu- 
tions. These institutions— such as agricultural mortgage 
‘banks’— have arisen frequently with government support 
specifically to meet needs which the bankers were unwill-, 
ing to meet. The same applies to establishments like 
‘Credit for Industry’ designed to provide medium- and 
long-term credit for small firms. To the extent that these 
specialist institutions are meeting needs which were not 
met before, the banks are of course unaffected. But it 
seems probable that some of the needs they meet were 
previously met by the banks who would in a grudging 
spirit make illiquid loans rather than disoblige good 
customers. To the extent that this is so the banks have 
of course gained in liquidity and perhaps in avoid- ; 
ing bad debts — but at the expense of substantial gross 
profits. 

The development of stock markets has probably had 
some influence in reducing the industrial demand for bank : 
loans especially at times of stock exchange boom. A boom 
in ordinary shares — or common stocks the Americans, 
would say— enables companies to obtain more capital in 
exchange for a mere prospect of a share in future net 
profits. This was of course always so, but the public 
appetite for ordinary shares was almost certainly greater 
in tlie 1928-9 Wall Street boom than it had ever been 
before. Under these circumstances it often paid well- 
known firms requiring more funds temporarily to issue 
more shares, placing the money on time deposits (which 
usually yield some interest) in the excess receipts periods. 
The ease with which capital could be raised in the stock 
market in America in the late ’twenties may well have 
accounted for much of the simultanprms mvWh In tlm P 
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profitable assets. This was the line taken only too often 
in the United States in the nineteen-twenties. The pres- 
sure on profits may drive the bankers to relax their security 
canons and embark on rash ventures. The support given 
by many American banks to the real estate boom is a case 
in point. It may be that there are some safe outlets yet 
to be discovered; but in general we may, I think, regret 
that pressure on profits should oblige the bankers to 
seek out borrowers they would have frowned upon in 
earlier days. 

Outgoings may conceivably be reduced in either or both 
of two directions. The bankers’ outgoings may be divided 
into interest paid on deposits and expenses of administra- 
tion. The payment of interest on deposits had its origin 
in the bankers’ attempts to encourage the banking habit 
and is still largely based on that notion. But it is possible 
that banking habits are sufficiently firmly established to 
allow some reduction. They stand now at extremely low 
levels — | per cent, and x per cent, per annum are common 
rates — so that short of abolition there is little room for 
further reduction . 1 The last possibility is the reduction 
of expenses of administration. This is essentially a ques- 
tion of efficiency. We may joke about the number of tiny 
bank branches opened in the inter-war period; but we 
should at the same time remember the growth of housing 
estates for which the banks try to cater. We may think 
the bank employees enjoy high wages considering their 
technical qualifications ; but we should remember that the 
banks must pay a price for unquestionable honesty. They 
must employ people whom the public will accept as honest. 
And members of the public look for good manners in the 
men with whom they do their financial business. All these 
things have their price. There may be unrealized econo- 
mies of large-scale operation behind the counter. But 

It is true that bankers might benefit from dearer money days by 
refraining from raising deposit rates as interest rates generally rose; but 
dearer money days are unlikely to come. 
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ratios to double their pre- depression level. Times are 
already lean for them and in the absence of reversal of 
present trends their future is by no means bright. In 
Canada and in England things have not become so des- 
perate, the expansion of total earning assets having more 
or less sufficed to meet declining average returns. In 
England at least it is difficult to know exactly what is 
happening to banking profits — so little can be told by a 
bank’s published profit and loss account. In the nineteen- 
thirties there were signs that the English banks were feel- 
ing some pressure — mechanization proceeded apace, the 
opening of new branches slackened somewhat, and one 
occasionally heard some instance of an upward pressure 
on charges, a downward pressure on deposit interest. At 
the same time there was a disposition to widen the field 
for overdrafts. Within limits this is safe enough — for we 
have seen that traditional canons were unduly restrictive. 
But English bankers are likely to bear in mind the un- 
happy outcome of foreign bankers’ more venturesome 
conduct. It can by no means be taken for granted that 
commercial banking as we know it to-day can always be 
run at a profit. 



CHAPTER X 

THE DISTRIBUTION* OF DEPOSITS 1 

I. Tht Classification of Deposits 

We now turn from the transactions which give rise to the 
existence of hank deposits to certain aspects of the deposits 
themselves. The economic significance of the creation of 
hank deposits is based on the power of a person disposing 
of a hank deposit to attract real resources. A large propor- 
tion of the total bank deposits is in practice being con- 
tinually used to attract real resources, either to the final 

* 

consumers or to the business men who intend to push 
those real resources one step nearer to final consumption. 
These deposits may he described as Income Deposits and 
Business Deposits. Their total has been called Cash De- 
posits. Cash Deposits alone arc being continually turned 
over in settlement of debts and some authorities prefer to 
give the title of Money to no hank deposits except these 
Cash Deposits. The remaining hank deposits are held not 
for current business or income purposes but as investments 
or servings, and they are commonly called Savings Deposits. 
They are held not to meet the needs of the near future, 
but as part of that total stock of wealth which individuals 
look upon as their savings or private capital. 

To anyone who has grasped the true nature of the 
d< mand for money balances for income-spending and for 
business purposes (the Cash Deposits) it will be apparent 
that the distinction between that part of the demand for 
money and the other part of the demand— the part satisfied 
by the lending of Savings Deposits— is a distinction of 
degree. AU money h- held for contingent excesses of pay- 
nu nts over receipts. There is no sharp line between the 
balance I hold in case 1 have to go on an unexpected long 
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, railway journey next week and the balance I hold in case 
I have to meet a heavy doctor’s bill next year. The fact 
that it is a distinction of degree must be borne in mind 
throughout this chapter. Yet the distinction is sufficiently 
marked in common usage. From one part of his balance 
the individual looks for no advantage but the convenience 
which it affords him directly. From the other part — his 
Savings Deposits — he is inclined to look in addition for 
some small interest gain, and may be prepared to ‘invest’ 
it if an- attractive opportunity arises. 

The Savings Deposits are by definition not turned oyer 
at all. If a man wants either to pay the doctor’s bill or 
to buy government bonds with his Savings Deposits he 
transfers some of his Savings Deposits to Cash Deposits, 
and then settles the debts he has incurred. Conversely, if a 
man decides that his Cash Deposits are unnecessarily large 
and he sees no better investment opportunity, part of his 
Cash Deposits become Savings Deposits. Savings Deposits 
are essentially idle deposits or ‘hoards’. It is important to 
remember that whether deposits standing in a customer’s 
name are to be Cash Deposits or Savings Deposits is 
directly decided by the customer, not by the bank. 

The distinction between Cash Deposits and Savings 
Deposits corresponds in a very rough way to the distinc- 
tion inEnglishbankingpracticebetween Current Accounts 
and Deposit Accounts, and in America and elsewhere 
between Demand Deposits andTime (or Notice) Deposits. 
Not at all exactly, for some of the current account balances 
are not really Cash Deposits. For example, the minimum 
balances often maintained on current account to induce 
the bank to work the account without charge are really 
Savings Deposits, maintained because the individual en- 
joys, apart from possessing that private wealth, the advan- 
tage of a no-charge’ current account. When interest rates 
offered by the bank on Time Deposits are very low people 
are inclined to leave inactive balances — which have really 
become Savings Deposits on Demand Deposit, because 
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die low yield makes the bother of transfer and retransfer 
not worth v, hilt. When small income-receivers who cannot 
rdford a current account minimire their cash holdings by 
working a deposit account up and down from month to 
month --looking to the account for convenience rather 
than inlet est— Ute balance is practically a Cash Deposit. 
In tin* nineteen-twenties some American banks arc said 
to !u\e allowed unrestricted drawing of cheques on Time 
Deposits - these deposits were then really Cash Deposits. 
Hut broadly speaking, the Demand Deposits (Current 
Accounts) may be taken as corresponding to the Cush 
Deposits. And the Time Deposits (Deposit Accounts) 
may be taken as corresponding to the Savings Deposits. 
At any rate a change in the proportion of Demand De- 
posits to Total Deposits may be taken as indicating a 
change in the proportion of Cash Deposits to Total 
Deposits. 


II. The Proportion of Cash Deposits to Savings Deposits 

The decision that a given bank deposit shall be a Cash 
Deposit or a Savings Deposit is we have already seen, 
nude not by the bank but by tin* customer in whose name 
that deposit stands. The deposit may, in fact, change its 
chat actor without the customer notifying the bank; but it 
!'■' more likely that such a change will take the form of n 
transfer from Demand Deposits to Time Deposits (or vice 
versa). The banks will transfer balances from one of their 
own rhr-'-rs to the other without hesitation— thev leave the 


distribution of deposits entirely in their customers* hands. 
The bank, decide the total volume of deposits; but the 
public, directly at least, decides the distribution between 
the Cash Dep'. its and barings Deposits categories. What 
factors guide the public in determining the distribution r 


'To tin* hubs idunl the 


distinction between the two 


ee-ugom* lie - in the fact that where.:-* the Cradi Deporii 
l - i vpeefid to afford corn enienu only* tin $ wring-, De p-.--.it 
mint m addition bear comparison v.ith alternative use.. 
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in investment — in its ability to yield an income. This 
second attraction of the Savings Deposit constitutes an in- 
ducement to the individual to keep his Cash Deposit at the 
minimum consistent with convenience, just as the attrac- 
tions of other classes of private wealth (final consumption 
goods and ‘investments’) are factors continually depress- 
ing the individual’s willingness to hold bank deposits of 
any kind. Individuals will therefore keep their Cash 
Deposits — the total of which is under their own control — 
at the convenient minimum dictated by the receiving and 
spending habits, the level of prices, &c. The total of 
Income Deposits accordingly directly reflects, given habits 
and customs, the general level of money incomes and of 
prices. Similarly the total of Business Deposits, given 
business men’s habits, trade customs of payment and 
credit arrangements, directly reflects the level of business 
activities, raw material and manufactured goods prices, 
wage-rates, &c. Expanding trade and rising money in- 
comes and prices are associated with expanding Cash 
Deposits, while contracting trade and falling money 
incomes and prices are associated with declining Cash 
Deposits . 1 We may go so far as to say that given business 
customs, the level of Cash Deposits is proximately deter- 
mined by the level of prices and the state of trade. 

If the banks have determined the total of all deposits 
and the total of Cash Deposits is determined by the state 
of trade, &c., then the total of Savings Deposits is auto- 
matically determined — for Savings Deposits are by defini- 
tion All Deposits minus Cash Deposits. The total of 
Savings Deposits is not directly controlled by the bank’s 
customers at all. In fact, given the state of trade, &c., in 
which the volume of Cash Deposits is implicit, the banks 

dirert connexion between the state of trade and the demand for 
cash balances is modified by the common disposition to grant credit more 
freely in times of good trade, though the anxiety of some producers to 
exten ere t rather than not sell at all in depression partly counter- 
. ^ nces ^ s * The same considerations affect the demand for Advances 
in the various phases of the Trade Cycle. 
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themselves determine the volume of Savings Deposits 
when by their operations in acquiring assets they deter- 
mine the volume of All Deposits. 

Yet the banks cannot force Savings Deposits on people. 
Xor can they cancel the Savings Deposits standing in the 
names of their customers. How then can they regulate tile 
total of Savings Deposits? The an>wer has already been 
given in Chapter I. They can indue r people to change the 
distribution of their wealth between Savings Deposits and 
other assets {government bonds, industrial debentures, 
shares, &c.) by offering the public a more or less attractive 
price for certain classes of those other assets — in particular 
government bonds. Given the public’s preference for a 
certain liquidity distribution of their assets of all kinds, 
the banks can expand Savings Deposits by offering higher 
price's for government bonds (which implies forcing down 
the yield thereon) so as to make people decide to hold 
more Savings Deposits (the yield of which is now nearer 
to that on government bonds, and whose future capital 
value is certain) and less government bonds. Conversely 
the banks can reduce the volume of Savings Deposits by 
offering to sell government bonds at sufficiently lower 
prices. Government bonds now increase their attractions 
relatively to those of Savings Deposits and the public will 
be satisfied with less of the latter and more of the former. 


The implication of this analysis is that given the state of 
trade, the level of prices and money incomes, the public’s 
business habits and the public’s scale of preference for 
assets of different types, purchases of securities by the 
banks forces down the vivid on gilt-edged securities, and 
rales of securities by the hanks force a up the yield of 
securities. So far we h we only repeated, in more com- 


plicated and accurate terms what has already hu 
earlier chapter-.. It is worth remembering that w< 


■o raid in 
: sln>u ed 


in Chanter VI 

A 

securities rjsv 


how r* change in the yield of gib-edged 
influence the rtiitc of trade and price c A 


hangs in the state of trade, fro., may affect the public’s 
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scale of preference for assets of different types. When we 
take these two factors as given we are therefore leaving the 
analysis unfinished and closing our eyes to the fact that 
the initial action of the banks has wide repercussions in 
upsetting the equilibrium. To some of these further 
repercussions we can now give some attention. 

Suppose that at the outset all the directly relevant factors 
are in equilibrium with each other — the Cash Deposits, 
the Savings Deposits, the public’s scale of preference for 
different assets, the state of trade, the price level, the in- 
ternal position of the banks, and so on. In our last case 
we then supposed an internal change in the banks leading 
to their purchase or sale of securities. Now let us suppose 
the banks remain in internal equilibrium, but that some 
change extraneous to the banking system initiates an im- 
provement in trade, with rising prices and money in- 
comes . 1 The public will want more cash deposits. Given 
complete rigidity in bank assets the change must come 
about by the business men who initially want more bank 
deposits selling securities directly or indirectly to the 
people who are induced, by more attractive security 
markets, to reduce their hoards of Savings Deposits and 
increase their holdings of securities. Their deposits are 
handed over to the business men who use them as Cash 
Deposits, which they remain as they are scattered over the 
economy in the form of increased money incomes and 
prices.- The increased Cash Deposits can be supplied 
thus without any action on the part of the banks them- 
selves.. The proportion of Cash Deposits to Savings De- 
posits is increased— at the expense of some depression of 
the general level of security prices’. (In this omnibus 
p ase we conceal for the moment some complications to 

The possibility of such a completely extraneous change is admitted 
by every plausible theory of business fluctuations. In Wicksellian terms 
I am supposing a nse in the natural rate of interest while the market rate 
ot mterest remains unchanged 

1 Business Deposits rise first, then Income Deposits. 
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which we shall return in the newt chapter.) The banks .are 
essentially ‘passive’ to the change. 

As the. trade expansion gets under way the banks will, 
however, be met with increased offers of attractive assets- 
there will he an increased demand for advances. This 
demand for advances may be met by the banks selling 
securities. In effect, this means that pan of the new Cash 
Deposit? are obtained for the business men by the bankers, 
who allow Cash Deposits to be expanded by expanding 
advance? as they contract Savings Deposits by selling 
bond? to people who had held Savings Deposits. The 
amount of pressure on the securities market is the same, 
whether the business men obtain deposit? by selling 
securities to the public or by borrowing from the banks 
which do the selling of securities to the public. Cash. De- 
posits go up to meet increased business needs, and given 
no change in the banks* total assets, Savings Deposits must 
go down bv the same amount— which is also the value of 
the new securities held by the investing public. The ex- 
pansion of the active part of bank deposits, if the banks 
decline to change their total assets, inevitably sets in train 
an upward movement in interest rate?. As trade and 
incomes expand there is also certain to be some expansion 
in the public’s demand for cash. If i he monetary authori- 
ties are not prepared to expand the total supply of cash to 
meet these increased needs, the cash reserves of the banks 
arc reduced. This causes n contraction of their total assets, 
and since the volume of Cash Deposits is decided by the 
public, the contraction must be confined in the fir..t in- 
stance to the Savings Deposits. Savings Deposits are 
contracted bv the bank*: selling securities to holders of 




2 S4 THE DISTRIBUTION OF DEPOSITS 

and forcing the rate of interest down. An influx of cash 
into the reserves of the banks from circulation reinforces 
the banks’ efforts to expand Savings Deposits, reinforcing 
the tendency for interest rates to fall. 

The movement of interest rates which is produced in 
either case tends, in the tortuous way described in Chapter 
VI, to reverse the movement of trade conditions. That is 
the way in which an absolutely stable volume of total bank 
deposits tends to put the brake on any decided upward or 
downward movement of trade. It should of course be 
remembered that flourishing trade can for some time stand 
rising interest rates, and contrariwise falling interest rates 
may for long fail to stimulate a trade revival. 

If the monetary authorities wish to prevent, at least for 
a time, the operation of this monetary governor of trade 
conditions, they must be prepared to expand or contract 
total bank deposits to keep pace with the public’s expan- 
sion or contraction of the Cash Deposits. If the banking 
system will, in a trade expansion, take from the public the 
indebtedness (securities) which the public offers in ex- 
change for the additional bank indebtedness (deposits) it 
wants for carrying the increased volume of business, then 
no pressure of supply forces down the price of securities. 
And contrariwise for the opposite case. Such decisions 
the banking authorities can make: the commercial banks 
may be tempted, by the change in the supply of desirable 
assets, to change their cash ratios, and, more seriously, the 
central bank can operate on the cash basis. The fact that 
the public has direct control over the volume of Cash 
Deposits does not free the banking system from great 
responsibilities in influencing economic conditions. 

Some economists have preferred to treat these changes 
in the proportion °f active to inactive deposits as changes 
In the velocity °i circulation of bank deposits. The dif- 
ference is one < of formulation only. If we prefer to do so, 
is perfectly 1, estimate to talk of trade activity implying 
an increase in tl e fl° w of money coming into the market 
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in exchange for goods. If the volume of money remains 
unchanged an increased velocity of circulation will have 
occurred. Uncomfortably high velocity induces the public 
to lower their valuations of non-monetary assets. The 
banks can proceed to restore velocity of circulation to 
normal and keep interest rates down by adding to total 
deposits, or not- -the conclusions are unaffected by the 
particular formulation we choose. I have preferred to use 
the dassification-of -deposits formulation because it appears 
more realistic to me. It takes account of the two quite 
different purposes for which people do in fact hold bank 
deposits, and by picturing private wealth as consisting of 
Cash Deposits, Savings Deposits, and other assets, it en- 
ables us to see the operations of banks in their true light 
as a continual process of exchanging indebtedness between 
the banks and the public. 


ID. Deposits Classification and Legal Cash Ratios 
A feature of central banking legislation in the United 
St ates and in other countries which have been influenced 
by American legislation (New Zealand provides the most 
recent example) is that the cash ratios, which the commer- 
cial banks are obliged by law to maintain, van’ according 
to the classification of deposits. In America, for example, 
the cash reserves to he held must be 12, 17I, or 20 per 
oentd against Demand Deposits, but only 5 per cent, 
against Time Deposits. This system of adjusting the cash 
tr-tio’- to the classification of deposits dates from a time 
’Ahen legal minimum cash ratios were regarded not as a 
device for giving control to the central bank but as a pro- 
tection for the depositing public against illiquid hanks. It 
v.,r« considered that e* banks could insist on, say, a month's 
notice before Time Deposits could be exchanged for cash 
the proportion of cash to be held against them need not 
be anything like rt* great as tint held again - : deposits 
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exchangeable for cash on demand. Into the propriety of 
this arrangement from the point of view of protecting the 
public against bad banking it is unnecessary to go here. 
We are concerned rather with the effect of the distinction 
on the relation between commercial bank policy and central 
bank policy. 

As long as the proportion of Demand Deposits to Total 
Deposits remains unchanged the different ratios cause no 
disturbance: it is as though one flat ratio (a weighted 
average of the two legal ratios) were applied to the Total 
Deposits. The different ratios become a complicating 
factor once there is a change in the proportion of one class 
of deposits to the other. If there is a shift from Demand 
Deposits to Time Deposits the legal cash reserves required 
decrease. Given unchanged cash reserves the banks have 
an inducement to expand total deposits. Conversely a shift 
from Time to Demand Deposits sets in train a contraction 
of total deposits. Is this automatic result of a shift in 
proportion a desirable feature of a modern banking 
system? 

In answering this question we shall cover most of the 
ground if we take three cases of a shift in the distribution 
of deposits: (x) the Trade Cycle movement, (2) a secular 
change in the public’s scale of preference for Savings 
Deposits and other classes of assets, and (3) a change in 
the proportion of Demand to Time Deposits which does 
not reflect a true change in the proportion of Cash to 
Savings Deposits. 

(*) In periods of trade expansion there is an automatic 
shift from Savings Deposits to Cash Deposits. This neces- 
sitates an increase in the average cash ratio so forcing the 
banks (in the absence of cash expansion) to curtail Savings 
Deposits even more, implying a more abrupt rise in in- 
terest rates than would otherwise occur. 1 Conversely trade 
echne implies a shift away from Cash Deposits, a drop in 

Unless the central bank offsets’ the movement bv adding to the cash 
ratio. • b 
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the average cash ratio, and a more abrupt decline in interest 
rates than avoulcl other, vise occur. Since these movements 
of interest rates tend {as shown in Chapter VI) to reverse 
the trade movements the operation of this system tends 
to check the development of Trade Cycles: a point in its 
favour, Tiie extent of this advantage depends on the stress 
laid upon the interest rate weapon for combating the Trade 
Cycle. 

{2) Now suppose a secular change in the public’s scale 
of preference for Savings Deposits and other classes of 
assets. Suppose, for example, that there is increasing con- 
fidence in the banking system coupled with public realiza- 
tion of the ineflicacy of the law in protecting the ordinary 
investor from tire clutches of shady company promoters 
and 'share sharks’. Then people may prefer to hold more 
of their accumulated wealth in the shape of bank deposits 
(Savings Deposits, of course) and less in securities. Then, 
instead of public purchase of securities passing cash de- 
posits into the hands of entrepreneurs involved in capital 
construction, there would be a continual flow from Cash 
Deposits to Havings Deposits, the entrepreneurs failing 
to secure enough money to sustain their operations. To 
support economic activity at equilibrium level it is desir- 
able that the banks should sustain Cash Deposits by buy- 
ing securities (or making advances to the entrepreneurs) 
to the amount of the increase in Havings Deposits, If the 
public wish to accumulate wealth through the banking 
system it is desirable that the banking system should see 
that no passivity of its own hinders the process of real 
capital accumulation. Now the operation of the system 
we are discussing aids this process. For r<s Cash Deposits 
fail and Savings Deposits rise the required end; ratio falls 
t ’> that the amount of cash inflation which the central bank 
needs to do is reduced. Some additional cash basis is still 
required, for if Cash Deposits are to be sustained the cash 
bs-'b- tneu be jwvuHen by the amount needed to support 
the mercev.c in Savings Drprwrc Here again at in our 


r.. 
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first case (from which this case is not really clearly marked) 
the operation of this system of cash ratios tends to reduce 
the volume of cash manipulation which the central bank 
needs to do to keep the economy in equilibrium. 

(3) Lastly we will take the case of a change in the dis- 
tribution of deposits which is nominal but not real. We 
have suggested above that the distinction between Savings 
Deposits and Cash Deposits is not identical with the dis- 
tinction between Time Deposits and Demand Deposits. 
It is possible for Time Deposits to increase or decrease 
(total deposits remaining unchanged) without there having 
been any genuine change in the proportion of Savings 
Deposits to Cash Deposits. This might occur if a change 
in customary methods of charging bank customers led to 
a reduction in the minimum balances which many English 
bank customers keep in their current accounts. Another 
good example is said to have actually happened on a large 
scale in the United States in 1924-9 : in order to reduce the 
cash reserves they were required by law to keep, banks are 
said to have induced customers to transfer balances to 
Time Deposits by allowing them to draw cheques freely 
on those deposits — i.e. treating them as Demand Deposits. 
Here we have a case of the complex cash ratio system 
actually stimulating a change which reflects no genuiiie 
change in the economic condition of the country. In either 
of these cases (and contrariwise in conceivable opposite 
cases) the banks’ cash needs are reduced and they are 
stimulated to increase total deposits — acquiring assets and 
forcing interest rates down — without there having been 
any such change as occurred in our other two cases to make 
an increase in total deposits desirable. The banks are 
enabled by the complex cash ratio system to free them- 
selves from the fetters with which the central bank restrains 
them. Of course the central bank can soon bring them to 
heel by reducing the cash basis in accordance with the 
reduction in cash needed to support the original volume 
o total deposits. But it may not know precisely what is 
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happening . 1 And even if it knows what is happening it 
may consider it a nuisance to have to use some of its 
ammunition (securities to he sold) for such a trivial pur- 
pose, Or it may, if the country is not enjoying an obvious 
boom, be positively embarrassing for the central bank to 
sell securities (an operation generally understood as de- 
flationary) in order to offset the economising of cash 
reserves. In any case the possibility of such changes has 
the undesirable effect of obscuring the central bank's view 
(and that of outside experts) of contemporary conditions. 

From tiie point of view of control of commercial bank- 
ing there arc thus arguments for and against the complex 

cash ratio svstem, Decision must rest on the relative im- 
* 

portance attached to the conflicting arguments. Being 
inclined to set ;i low value on interest rate movements as a 
weapon to combat the Trade Cycle, and being inclined to 
emphasize the importance of correct diagnoses by the cen- 
tral bank — and therefore to rate as a serious disadvantage 
anything obscuring the view or complicating the situation 
— I myself prefer the simple system. Other writers, setting 
n higher value on interest rates as correctives of trade fluc- 
tuations, would perhaps decide in favour of the complex 
system, 

5 It ntsy W swans of aurh change* point* on; but it cannot V:nov,* how 
fa: a known ehsnrc in Time Drptttiw it due to this factor rod how much 
to otiwr far more fundament*! chsnjtrat. 



CHAPTER XI 


THE PROBLEM OF STOCK MARKET 
CONTROL 

I. Nature of the Problem 

In the previous chapter and at some earlier points in the 
book we have referred to the action of banks as tending 
to raise or depress ‘the general level of security prices’ and 
have spoken of the movements of security prices as though 
they were completely uniform. Uniformity in the move- 
ment of security prices depends on there being no change 
in the public s scale of preference for different securities. 
I his is a highly artificial assumption: we have already 
indicated that any influence which tends to improve or 
depress the state of trade is likely to have repercussions 
on the public s scale of preference for different securities, 
c ™ ust now ,ook \ n '° the matter closely and discuss ccr- 
wl n ^ 0rtant f roblcms of P° lic >' "Well arise therefrom. 

• e may ™ nfinc , our attention to those securities which 
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market for Stock h 0 " y thc great development of the 
problems i SrF SCC , uritic f that gives rise to the 
These Stocl^Exch™ We . s ia11 d >scuss in this chapter, 
purpose rinto fo T Se ? Unt,CS may bc divided for this 
debentures nrefrrm SSG f' governmcnt bonds, industrial 
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Market valuation will depend upon factors of two kinds. 
First there is the universal factor, public preference for 
present money as compared with future money, which we 
may call the rate of interest factor-governing the rate at 
which a given expected yield will he capitalized. Second 
there are the expected yields of the individual securities, 
expectations which will be associated with varying amounts 
of uncertainty — these we may describe as the yield expecta- 
tion factor. Now it is clear that whereas changes in the 
rate of interest factor can cause parallel movements only 
in the prices of all securities, changes in the yield expecta- 
tion factor can cause — in fact, are certain to cause “'diver- 
gent movements in the prices of different securities. The 
banking system can operate on the rate of interest factor 
only “by putting at the disposal of the public more ‘spot 1 
money. But the actual market prices of securities are 
■determined by the joint operation of the rate of interest 
factor and the yield expectation factor. And it is the struc- 
ture of actual market prices which is of significance in 
influencing the uses to which real resources are put. In 
talking of The general level of security prices’ as though 
all security prices moved uniformly we were taking into 
account she rate of interest factor only. We must now 
make our analysis more realistic by taking account of the 
behaviour of the yield expectation factor. 

We must consider this yield expectation factor in relation 
to each of our four broad classes of securities. On govern- 
ment bonds, assuming that there is no risk of default, no 
uncertainty arises. The future yield h known and is in- 
variable for the life of the bond. Given the terms of the 


bond the yield expectation factor 


ceases to be a variable 


and movements in bond prices occur only as a rouk of 
change-', in the rate of interest factor. The yield expecta- 


tion*- for indu-uria! ftodh (of all three cUs-wri nn the other 


hand ate dependent upon highly variable factor*-* f-ihe pro- 
fitability of tmhrtry and the optimism or pecrimbm of the 
investing and speculating public. The way in which each 



= r j2 PROBLEM of stock market control 

separate class is affected depends on the order of their 
claims on industrial profits. Debentures have first claim, 
failure to meet which may have dire results lor t he manage- 
ment of a company. Preference shares have next claim and 
ordinary' shares are entitled only to the residue. The claims 
of debentures and preference shares are, of course, always 
limited to a percentage of their nominal values. For these 
reasons ordinary shares are generally 5 most sensitive to 
expected changes in profits. The expected yield of deben- 
tures and preference shares can only vary when the ex- 
pected profits are insufficient to cover their claims so that 
there is risk of default. Owing to the prior claim of deben- 
tures expected profits have to fall lower to affect debenture 
prices than they have to fall to affect preference share 
prices. To take the limiting cases, if the public feels abso- 
lutely certain that future profits will always suffice to meet 
the debenture claims then the prices of the debenture stock 
will only change as a result of changes in the rate of interest 
factor. And if the public feels absolutely certain that future . 
profits will also suffice to cover preference share claims, 
the preference share prices will only change as a result of 
changes in the rate of interest factor. Since, on the other 
hand, ordinary share claims are unlimited, the prices of 
ordinary' shares are always necessarily subject to change as 
a result of change in the expected profits. 

Confidence in the coming of trade revival or fears of 
contracting trade affect the prices of these securities be- 
cause they affect the public’s willingness to bear uncer- 
tainty as well as the actual profit prospects. Jn a deep 
depression many companies will have passed 1 or reduced 
dividends on ordinary shares, some will have passed 
dividends on preference shares, and fewer will have dc- 


1 The exception occurs when the profits arc expected to van - round 
n level far below- that necessary for meeting the prior claims of debenture 
holders and preference shareholders. There is an analogous exception to 
the general rule about the prices of preference shares. 

/ The reader should perhaps be warned that the phrase 'passing a 
dividend means 'fading to pay any dividend 1 . 
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on their debenture obligations. 'Hie course of 
prices of particular securities will Jcpcnd upon whether 
companies have fallen into one, two, or nil three of these 
categories. Securities of the last group (complete default) 
will show rises of price first for debentures, Inter for 
preference shares, and for ordinary shares only ns expecta- 
tion •> of revival become much more widespread and more 
optimistic, in the second group debenture prices will be 
relatively little affected (only by the risk of future default 
declining) but preference share prices will rise nt an early 
stage and then ordinary share prices. In the first group, 
prices of ordinary shaies alone will show any great move- 
ments (always abstracting from the rate of interest factor). 
The deeper the depression has been (and therefore the 
more companies have fallen into the last group) the more 
closely will security price movements accord with the 
following pattern: first, rising debenture prices; second, 
slackening in the rise in debenture prices, preference share 
prices rising sharply, and ordinary' share prices brighten- 
ing somewhat; third, sharp and continuing rises in ordinary 
share price's while prices of prior stocks almost cease to be 
affected bv the vield expectation factor. If the trade revival 

te *■ * 

is at the outset expected to go far the first and second 
periods will quickly pass; but if expectations change 
gradually and cautiously the earlier periods will he mote 
prolonged. 

The reader may reverse the argument to apply it to the 
effect of developing fears of trade recession, Ordinary 
; ban suffer first and most, then the prior stocks in inverse 
ordet of priority. 

So far all w complete iv rational. We have found ample 
cause for divergent movements of the prices of tecurithx 
of our four elates. Ihu J Inhere I arn right in saving that 


s > tar no new* problems of policy a roc- 
on the face of it, no inrrrvoc in stock 


. There nerd he, 
market activity — 


though there would b»* if 
trade v.< re t harplv dh tded. 


opinion of the future state of 
Th v proem re * i m ply a d j n s t e d 
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to the change in yield expectations. While, as a result of 
banking operations, prices o f government bonds may have 
been going down, prices of industrial securities and parti- 
cularly of the ordinary shares may have been rising sharply 
—or vice versa. There is one serious problem which we 
have already faced: since the industrial security prices 
will be those directly affecting the marketability of new 
industrial securities, the industrialist may be able to raise 
new capital with increasing ease despite the depressing 
influence of the rate of interest factor. Accordingly the 
banking system must force the rate of interest up a long 
way before trade is seriously retarded, if trade improve- 
ment is expected. This is simply a reformulation of the 
shortcomings of the banking system’s rate of interest policy 
discussed in Chapter VI. 

But further difficulties are alleged to arise because the 
rational movements of security prices arc accentuated by 
the irrationality of the investing and speculative public. 
The root of the matter is our inability to resist infection by 
those waves of optimism and pessimism that have played 
so large a part in the theory of industrial fluctuations. 
When industry is depressed it is difficult to take other than 
a gloomy view of the future prospects. When industry is 
booming we look ahead through rose-coloured spectacles. 
Our willingness to bear uncertainty varies directly with 
the prosperity of tire country. An identical prospect is 
much more highly valued in boom than in depression. The 
consequence is that, as expectations of trade revival in- 
crease and are realized, there are divergent movements in 
security prices beyond those we have already discussed: 
the prices of the more risk}' securities rise relatively to the 
prices of the less risky securities. This is apparent in the 
divergent behaviour of the prices of our four classes of 
securities. Place them in ascending order of riskiness: 
government bonds, debentures, preference shares, ordinary 
s ares. Then the irrationality which distorts our valuations 
pro uces in a revival a tendency for the prices of securities 
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of any class to rise relatively to prices of those in classes 
placed earlier in the series, and to fall relatively to prices 
of classes placed later in the scries. And contrariwise in 
a slump. Nor is this nil. Within each of our classes of 
industrial securities there are the securities of diver.se com- 
panies —good, had, and indifferent, cautious, venturesome 
and rash, spotless, reputable and shady. And what is true 
of our four original classes of securities is true of the cross- 
classification we are now suggesting. If we arrange 
companies in ascending order of rashness, wc find the irra- 
tionality of the investing anti speculative public producing 
a fendencyin trade revival for the prices of securities of the 
rasher and shadier ventures to rise relatively to the prices 
of the more cautious and reputable companies’ shares. 

For these reasons the range of prices of ordinary shares 
between boom and slump is enormous-far greater than 
it would he on any rational basis. And secondly the prices 
of securities of rash ventures rise to irrational heights in 
boom, and vice versa. These exaggerated movements show 
themselves in the extremes of stock market behaviour: in- 
deed they are accentuated by the ease of speculating in the 
stock markets. The extremes of bull speculation on tire 
Stock Exchange in a boom may be alleged as a source of 
difficulty for the banking authorities on two ckwelv con- 
nected, accounts. Firstly, borrowing of money by the ‘hulls’ 
leads to an extreme rise in short-term rates of interest in 


the financial centre, drawing into speculative markets funds 
which are needed by ‘legitimate trade and industry’. 
Secondly, the relative ease of floating rash ventures stimu- 
late.' the direction of an unduly large proportion of national 
resources into venture- of that class. These two problems 
might conceivably be Interpreted as two aspects of the 
mow fundamental problem: but as usually understood the 
problems arc In fact mute different. The first deals with 
the complete ahjiratliv*! of money from use in the employ- 
ment of real resources. There. ond deals with the dkfrtv'-n 


id monev from seredde itsts. for r w entrees to slilv u ,cs for 
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resources. The first alleged problem I believe to be almost 
wholly illusory, and the next section of this chapter will 
expose the fallacy I believe to be at the root of the matter. 
The second problem I believe to be far more real and to 
be a serious problem for a capitalist society, and to a dis- 
cussion of it the last section of this chapter will be devoted. 


II. The Alleged Absorption of Money by the Stock 
Maikets 

The alleged absorption of money by the stock markets 
occurs because on a rapidly rising market it pays ‘bulls’ to 
borrow money for speculative purchases at very high rates 
mterest the rapid capital appreciation being expected to 
cover the high cost of borrowing. The argument therefore 
epends at root upon the ‘bulls’ needing to borrow. Hence 
the far greater prominence of the problem in New York 
where the settlements are daily, than in London where 
the speculative markets used in the inter-war period to 

Se “‘f' nents -. Ind «d one cannot help 

Street experi^re nfS T mamIy in tCrms of the Wall 
and othefshort mnl hC T nmctccn -twenties. There call 
the result that if- • a X rat | CS - r0se t0 ^tastic heights, with 
and’jndeed^hi thelatostaae^ *he interior of the country, 
of the world to lend mo gCS ‘ ar l ks ln many other parts 
than employ h at thT J ' "" Nc "' Tork ™arket rfther 

borrower nearer hle“Zd C th f0m ' ,0 \ ra, , eS chi,rged “ 

county’s complaint — tL f th T' 2S the burden the 
the smah trader felt thaj to^b?^ i*® ma " ufacturer > and 
put to ‘sound’ use in th P ^ t f ln oans wblcb they could 
duction to make useful tbi em P °J rrnent of factors of pro- 
to compete with the must b * d highly enough 

The force of S pubhc T ^ hlgh rates «f York, 
to make the Federal Resentl ni °?u Wa - S . ap P aren ^ sufficient 
boom by forcing interest rat^ hontl ^ s loatb to damp the 
thought desirable. U P 38 ^ ar us many experts 

The existence of certain relatively ‘depressed areas’ in 
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the United Staus throughout die period arid the prevalence 
of litis belief that the bloodstream of the hotly economic 
was being dammed up in the heart tended to blind many 
people, both in the United States and elsewhere, to the fact 
that America was involved in a violently inflationary boom. 
Subsequent events have altered views, and it has become 
plain that the drain of funds into Wall Street did not in- 
volve the starvation of ‘legitimate trade and industry’. On 
the contrary, there is every indication that ‘legitimate trade 
and industry* found it too easy to obtain capital.’ How 
is it that the drain of funds to the financial centre does 
not imply inadequate funds for the more fundamental 
activities ? 

The answer is that whenever money is spent by a specu- 
lator in the purchase of a security some one else, selling 
the security, receives money. A purchase implies a sale. 
Money coming in through the hands of ‘bulls’ becomes 
money going out through the sellers of securities. That is 
not quite the whole truth. It may be argued that the greater 
volume of transactions in the stock market necessitates the 
holding of larger average balances, just as the enlargement 
of the national income in a period of expanding trade 
necessitates an expansion in the total of ca*h deposits and 
circulating cash. To some extent this is the case, for 
brokers and money-dealers in the call money-market may 
want to hold rather higher average balances when the 
turnover becomes much bigger. Banks, where there are 
many of them, may think it necessary to hold rather larger 
cash reserves to meet adverse clearing-house balances. 
But experience shows that the financial institutions can, 
in fact, thanks m their geographical concentration and the 
highly developed clearing arrangements, cope with an 
ennrmmjHlv increased turnover with verv little increase 

j ■* 

* 1 v- w’ l H*rr ixpe-ii my iis-nrra that s fm&5 a r.z'/ili of th- 
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j. 'TfSj-r l i't thr Mf »*•.!«!« i ; hut th* l» J.-.f.i; K'w f h to 
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in balances. To the extent that they do need increased 
balances the , money flowing to the financial centre does 

, thcre ’ but the blllk of it is rapidly passed on by the 
rs m the market to the sellers of securities These 
secunties are likely to be in the first place old securities 

The sellers °f them _ if they distrust ^ he bo ^“el™ 

ment, might conceivably hold the nroeppHc oe q • ^ 

change hands many times atriSt^ ° ldsecuri tiesmay 
holders of old securities wffi h % pnC j s but most original 
to the ‘bulls’ who are offe WE JCed ^ P a * with them, 
attractions of new securities 1°™"^ money, by the 
fact, new securities will he int ° tbe mar ket. In 

For the rising h la ^ amounts, 

entrepreneurs to market nil mabe k easier *>r 

to finance their capital develop ^ *? d St ° clcS “ order ’ 
of new stocks and shares mav Ti. Indeed > the issuing 
moment the easiest wav of «? y * WC have bec °me for the 
If bullishness is the prevailing 11 * 8 f. apita * bor an y purpose, 
securities must rise high enou pnces of oId 
sufficient newsecurities to aKh V mt ° the mar ^t 
money being poured ffito the ° t ° f ^ borrowed 

attraction of these securitie^ Chef* b J the <bulls ’- 2 The 
1 Readers notice ^ x mpbea mducement to entre- 
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preneurs to extend their capital developments (though to 
a very limited extent they may use the proceeds simply to 
pay oil hank loans). The proceeds of the new issues there- 
fore become Cash Deposits to be disposed by entrepreneurs 
on the purchase of raw materials, labour, &c., to be em- 
plojed in capital construction. The money ‘withdrawn* 
from use by industry and trade for stock market specula- 
tion is poured back by the stock market into the ‘pro- 
ductive* channels. Except to the trifling extent that the 
financial markets do need larger balances to cope with 
their increased turnover, the absorption of money by the 
stock market is illusory. 3 

This conclusion is, of course, subject to the various con- 
ditions with which the preceding paragraphs are hedged 
about. But I believe that the reservations are no serious 
qualification to the conclusion when the situation under 
review is one of those extreme speculative booms which 
alone evoke serious protests that money is being drained 
from the channels of industry and trade. 

111. The Danger of Misuse of Real Resources 

We now turn to the more serious problem raised by the 
encouragement which a speculative Stock Exchange boom 
gives to the misuse of real resources. We have seen how 
developing optimism, by increasing the public’s willing- 
ness to bear uncertainty, puts a premium on the rasher 
ventures and the ventures of shadier firms. Following the 
analysis of the previous section we can assume that the 
money that passes into the stock market passes out into 
the new :Vue market, and wc can now proceed on the 
assumption that as the boom develops a greater and greater 
share of this stream gets into the hands of rasher and 
shadier company promoters. These business men secure 
control of real resource*. The disadvantages to society arc 

>' \V1 -*> 5;y> its s-r-curiUci h ;r. !-;!/«• d in. c'.Ttl 3 s ) t b^f *'■ fan 
<r*u r.h in ca»h, *t :? *Jms pm *•£ ihr t'-a; 'Vff !r ef fw-.n -" 1 ! 

X *■ v.-f;-'"’.!;' tr-p. . <• IF. v :r a-h 4 * r * ** ->'* . 
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uvo. In so far as resources go to unduly rash ventures 
there is bound to be a great waste of real resources in 
capital developments which prove to be useless. Society’s 
savings are wasted. Secondly, in so far as resources go to 
fraudulent company promoters, society's savings arc likely 
to be squandered on riotous living by the company pro- 
moters. In both these eases there is a direct economic loss 
quite apart from the social evils of the individual investor’s 
losses and the prosperity of sinners. 

Use of real resources in these ways necessarily involves 
some abstraction of resources from the ‘sounder’ ventures 
of ‘legitimate trade and industry*. The mechanism of 
diversion of resources appears in the stock markets in this 
way: as the public preferences shift in favour of the riskier 
ventures the prices of securities issued by the more con- 
servative companies do not rise so fast. If they want to 
borrow they have to pay higher rates to compete with these 
other outlets for money. The difficulty is, directly, only 
aggravated by the banking system forcing clearer and 
dearer money on the market. For, while higher interest 
rates may act as a serious deterrent to the more cautious 
entrepreneurs, the wilder companies, once the public 
appetite for their securities is sharp, may well be undis- 
turbed by a rise of i or 2 per cent, in the effective 
interest rate. When the banking system follows such a 
policy, or even if it is purely passive in allowing increasing 
activity to draw interest rates upward, there arc bound to 
appear justifiable complaints that unhealthy speculative 
developments are preventing sound concerns from obtain- 
ing the financial (and so ultimately the real) resources they 
need. Once the boom is well under way it is difficult to 
see how the banking system can, by its ordinary weapons 
of credit contraction and dear monev, make any tolerable 
efforts to stop the waste of resources. 

What the banks can sometimes do, and what has oc- 
casionally been attempted, is to supplement the orthodox 
banking weapons by the weapon of discriminating credit 
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rathning} By refusing absolutely to lend to people who 
are engaged in highly speculative ventures, and by refusing 
to lend or rat toning loans to stock market speculators, some- 
thing can he done. This weapon has its limits — especially 
in the possibility that money nominally lent for one purpose 
may he diverted by borrowers to the other purposes upon 
which the banks are frowning. One might even, if a policy 
of credit rationing were continued for long, find a ‘black 
market’ in loans developing. But for a short period a policy 
of discriminating credit rationing by the banks may be 
effective; and a short period of it may be sufficient to 
check the unhealthy speculation. 

It may be asked, what interest have the banks as com- 
mercial institutions in doing this for the sake of the eco- 
nomic health of the country? The answer is that an 
unhealthy speculative boom is bound to lead sooner or 
later to a crash, and a crash to a more or less prolonged 
slump, in which even the soundest borrowers from the 
bank? will be affected. Banks have an interest in brisk 
trade at the moment but thev also have an interest in 

w' 

avoiding a future situation in which bad debts become the 
rule. We must rclv on the far-sightedness of commercial 
banks to do what little they can to check the wilder develop- 
ments of a boom. Even so, the problem remains one of the 
most serious difficulties confronting a capitalist system. 

There is, of course, an analogous situation when univer- 
sal pessimism, in a slump, causes, the investing and specu- 
lating public to be inordinately wary. Then the rasher 
ventures are definitely at a discount. This has some dis- 
advantage in that certain more enterprising new develop- 
ments will not get so fair a chance, and the rate of economic 
progress suffers accordingly. But there is in this case no 
question diversion of resources — for resources arc under- 
employed all round. The waste of unemployed resources 
in a flump can be largely avoided by appropriate govern- 
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mental spending. That, of course, is going to exaggerate 
the normal depression tendency for the less enterprising 
business to attract most support. The rate of economic 
progress is bound to be slowed down by a slump. The 
banks can do nothing to help in this small point. But in 
any case the slump problem is not, from this aspect, any- 
thing like so serious as the problem which a speculative 
boom sets to the monetary authorities. Though Trade 
Cycle policy generally involves at least as many difficulties 
in slump as in boom, the particular problems posed In- 
stock market behaviour are, in practice, confined to the 
boom. 



CHAPTER XII 


GOVERNMENT FINANCIAL POLICY A XI) THE 
BANKING SYSTEM 


What is said in this chapter is an application of the 
analysis which has already been developed ; but it is a very 
important application. For the Government is, in a modern 
community, much the highest spender in the market. The 
proportion of the country’s final income which is enjoyed 
in the form of government services is, in Britain to-day, 
perhaps one-fifth. In other advanced countries the frac- 
tion is not very different. Or to take another aspect, the 
Government is often much the biggest borrower in both 
long- and short-term markets. Finally government opera- 
tions may he of great economic importance because the 
Government nvay subordinate the banking system to the 
satisfaction of its own pressing needs. For these among 
other reasons the financial operations of the Government 
can affect banking operations in the country in two ways 
-directly, by the banking system being used as a weapon 
of government finance, and indirectly, by government 
operations affecting economic activity generally and so 
affecting the more passive operations of the banking 
system. The following paragraphs discuss these two classes 
of effect I lore as elsewhere we shall be thinking primarily 
in terms of British government finance and British in- 
stitutions’, but the general principles are equally applicable 
to the conditions of other highly developed communities. 
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tlic issue of government bonds to tbe investing public 
or Treasury Bills to the discount market there is open 
to it inflation through the banking system, which makes 
the direct issue of government paper money unnecessary. 
This channel is opened by Ways and Means Advances by 
the Bank of England to the Treasury. Ways and Means 
Advances on a purely temporary' basis are frequently 
used to overcome temporary discrepancies between 
government receipts and disbursements; but they can 
also be used systematically as a substitute for other 
government receipts. The situation is most likely to arise 
in time of war, and the central bank traditionally admits 
its obligation to make unlimited Ways and Means Ad- 
vances in time of war. 

In the Bank Return Ways and Means Advances are 
included in government securities in the Banking Depart- 
ment. When Ways and Means Advances are increased 
the amount thereof is automatically added to the item 
Public Deposits on the other side of the account. As the 
Government uses the Advances to pay the accounts of 
government contractors, the wages of its employees, See., 
the Public Deposits go down and the Bankers’ Deposits go 
up, as shown in Chapter V. As the recipients of the 
Government’s payments pay their cheques into their own 
banks not only do Bankers’ Deposits rise (as the banks 
present the cheques through the Clearing House) but also 
the deposit liabilities of the commercial banks rise. The 
first step in the inflation of the supply' of money is thus 
accomplished. If, as is sooner or later almost certain, the 
Government s spending more than it is taking from the 
pockets of the public has the effect of raising prices and 
the volume of trade, the public will want to have some oi 
the increase in the supply of money in the form of cash. 
To the extent that the public withdraws cash, deposits 
and cash in the commercial banks and Bankers’ Deposits 
and Notes in the Bank of England are all reduced by r the 
same amount, and no further inflation automatically follows, 
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But to the extent that the new money remains in the form 
of hank deposits a secondary ‘multiple’ inflation follows 
the initial inflation. This is because the original inflation 
increases the cash reserves of the commercial banks as 
much as it increases their deposits— their cash ratio there- 
fore rising. Unnecessarily high cash ratios stimulate the 
commercial banks to acquire new earning assets. It is in 
the interests of die Government that those earning assets 
should be provided as far as possible by itself. Assuming 
that the commercial banks do not want to disturb their 
original distribution of assets, they will sooner or later seek 
more bills, more outlets for money at short notice and for 
ordinary advances, and more investments, in the pre- 
determined ratios. By issuing Treasury Bills to the market 
and to the banks 5 the Government can secure the dis- 
posal of tire new bank deposits which arc created by 
the banks taking up more bills and lending more to the 
market to enable it to hold more bills. By issuing more of 
the longer-term government bonds which the hanks are 
willing to take up the Government ran, without disturbing 
interest rates, secure the new deposits which arise from 
the banks expanding their investments. The utilisation of 
ordinary bank advances is more difficult. In the war of 
lyiq-tH the Government managed to tap this source ahn 
mdhectly, by persuading the banks to persuade customers 
to buy more government bonds on the understanding that 
the banks would by advances help those customers to meet 
the contingencies f or which they would otherwise have 
held balances* 


If the Government can arrange affairs in this wav i* is 
able to secure the dbpmvd not only of the money which 
omie into txbtcnve as the direct initial result of the Wavs 
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into existence as the initial increase of the cash basis leads 
to a multiple expansion in the supply of money. As the 
Government spends the money the deposits, of course, 
come into the hands of members of the public, who then 
have the whole of the increase in the supply of money at 
their disposal. If they can be induced to use some of it 
(e.g. after saving part of their salaries as government ser- 
vants) to buy government bonds so much the better for 
the Treasury. Or some of the deposits may be dragged 
back into the Treasury by the taxation machine. 

Nor does the demand for more cash for circulation check 
the Government's receipts as much as appears at first sight. 
The Government can itself create the cash. Under our 
present sy stem an inflation initiated by a great rise in Ways 
and Means Advances would soon lead to exhaustion of the 
unused Notes held in the Banking Department. These 
could be replenished (without any change in the Bank’s 
gold) in either or both of two ways. The Government 
could issue notes of its own, declaring them legal tender. 
These notes need not be issued directly to the public but 
through the banks, the Government supplying them to 
the Bank as required. The Bank w ould, of course, credit 
the amount sent by the Government to Public Deposits 
— the Government thus securing the disposal of bank 
deposits to the amount of the notes it printed. That in- 
crease in Public Deposits, as it is used, is transferred to 
Bankers’ Deposits and the banks thus obtain the extra cash 
to meet circulation needs. This was the method used in 
the war of 1914-18. Alternatively the Government may 
authorize an increase in the Fiduciary Issue, as it did many 
times during the war of 1939-45. The Bank of England 
then itself produces the required new notes; but the pro- 
cess involves the Issue Department in taking up fresh 
govcmmciit securities to the amount of the new notes. 
The Treasury is thus able to secure a corresponding addi- 
tion to Public Deposits (by selling, say, Treasury Bills to 
the Bank) u it % the same results as in the other case. Which 
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of these two methods of providing increased cadi k 
used is of no fundamental importance. The choice is 
likely to be decided by expectations of the public’s psycho- 
logical reaction to either course, or (as in 1914) by pure 
accident. 

We have suggested above ways in which the Govern- 
ment, by astute arrangement of its finances, can secure the 
maximum receipts directly and indirectly from an initial 
increase in Ways and Means Advances. The more it can 
tap the multiple increase in money supplies which follows 
the increase in the cash basis, the more productive is the 
complete operation to the Treasury. It is conceivable, in 
English conditions, that an initial Ways and Means Advance 
of £10 millions will ultimately enable the Government to 
borrow well over a hundred millions without putting any 
strain on interest rates. But in practice it is impossible for 
even the most astute Treasury to divert to itself the entire 
increase in the supply of money. For the enormous in- 
crease in government spending will have evoked the true 
inflationary phenomena of rising prices and expanding 
activity. This will have the usual effect of causing increased 
offers to the banks of attractive assets — the outlets for bank 
advances in particular will be expanding, J ndeed, pressure 
on the banks for more advances may appear at a very early 
stage, in that government contractors, whose business the 
banks dare not hinder, may be wanting more working 
capital before the government inflation itself appears (for 
it appears only as the contractors arc paid}. 1 As the demand 
of industry for cash deposits increases, the proportion of 
the total increase in deposits which the Treasury can attract 
to itself decline'*'. It is true that the greater the inflationary 
developments the easier it may be for the Treasure 
mutually to exact heavy taxes on profits, &c.» but that 

r»f :v ifiOr'h I-iU-r £t«rrf- 
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The whole business works in either a virtuous circle or 
a vicious circle for the Treasury. The more prices are 
rising the more it needs, but the less completely can it 
secure the disposal of the increase in the supply of money. 
To meet its needs it must obtain more and more Ways and 
Means Advances and originate more and more bank in- 
flation. But if the typical inflationary phenomena of rising 
prices and booming trade do not appear Treasury needs 
do not expand so rapidly, while the Treasury meets with 
less competition in its attempts to attract to itself the supply 
of new bank money. From the point of view of the arrang- 
ing to meet its own financial needs it is in the interest of the 
Treasury to restrict inflationary developments. Yet it is 
responsible for the initial inflation, and the more inflation- 
ary the situation becomes the more it will have to inflate. 

II. Government Inflation and the Employment of 
Resources 

At the conclusion of the previous section we noticed how 
the financial problems faced by a government in war-time 
— or at any other time when its needs are outrunning its 
more orthodox resources — are solved more easily the less 
the government inflation has inflationary effects. But these 
financial problems are only financial manifestations of the 
problem of meeting the real cost of running a war. The 
Government wants the money in order to secure real 
resources. The less other people seek control of real 
resources the more easily can the Government secure the 
amount of real resources it wants. Under the stress of 
war it must have the real resources, and must resort to 
inflationary finance in a degree sufficient to attract the 
resources it can attract in no other way. If it can resort to 
other measures (such as rationing of goods) to prevent 
other buyers competing for resources then its 'financial 
. s are ease< ^; kss inflation will be necessary. 

This was recognized in Britain iri the war of 1914-18 
an ound its expression in a number of measures, of 
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which two in particular arc worthy of note here. First, 
the Treasury restricted private lone-term canit.nl issuer 
in London. This could be viewed ns n direct method of 
facilitating the issue of government bonds without forcing 
up interest rates as much ns would otherwise have been 
necessary. The same step viewed from a different angle 
may be described as a measure to prevent people securing 
the means of competing with the Government for the pre- 
sent supply of real resources. Second, in order to leave the 
hanks with no incentive to encourage the borrowing of 
funds for less urgent purposes, it was arranged that the 
commercial banks could at any time deposit surplus cash 
reserves at the Bank of England, receiving substantial in- 
terest payments (varying, I believe, round about 4* per 
cent, per annum) on those balances. This measure can he 
described, ns were similar measures in pre-1914 days, as 
a measure to keep Bank Rate effective in the face of the 
rapid growth of Ways and Means Advances. The Govern- 
ment tried to appropriate all it could of the increase in the 
supply of money which occurred, but it was determined 
that its failure to appropriate all should not enable com- 
petitors for real resources to obtain bank advances a* un- 
duly favourable rates. The offer of 4*. per cent, or so on 
surplus balances at the Bank of England did nothing to 
discourage the banks from lending to non-government 
borrowers at 6 or 7 per cent.; but it did discourage lending 
at lower rates. Numerous other non-banking measures 


were taken with the same object of checking competition 
for real resources; but a study of them would take m far 
afield into the political economy of war. The point that 
i< relevant for us here is the fact that !>v its financial and 

-4f 


{specially by its other measures tending to restrict com- 
petition for rootircvr the Government did prevent expsn- 
sionofihec;! 5 !; basis from having all the inflationary effect >' 


it might have had. 
the inflationary sk 


What really important in earns 
nation of rvring price-*, &e., ’.so not 
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expansion of government spending. 1 Increasing demands 
from traders for more bank credit had their origin not in 
any cheapening of credit following excess bank reserves 
but in the economic activity stimulated by the great in- 
crease in government expenditure. The fact that the 
government activities were financed partly by the creation 
of cash, of course, allowed the inflationary movement to go 
far without any scarcity of money appearing; but the initial 
impetus clearly came from government spending and not 
from expansion in the supply of money. 2 

This conclusion has important implications for Trade 
Cycle policy. We may usefully notice the contrast between 
the rapidity of recovery, the pace at which prices rose after 
August 1914 on the one hand and on the other hand the 
painful slowness of the recovery in this country in 193 1-5 
— a recovery the main official stimulus to which was 
a cheap money policy. Certainly government spending 
seems a far more efficient weapon than cheap money in 
producing recovery. Why this should be so has already 
been indicated in Chapter VI. The moral is sometimes 
formulated in a most discomforting way: it has been said 
recently that we seem to enjoy the experience of booming 
trade only when we are waging war or preparing for war. 
The fact is that, given nineteenth-century notions of ‘sound 
government finance’, war and enormously expensive arma- 
ments races are the only conditions in w T hich governments 
can be induced to depart far from the traditional policy of 
balanced budgets. Following that traditional policy the 
Government s response to the decline of revenue in a 
slump has always been to cut expenditure ruthlessly— -so 
aggravating the situation. As prosperity increases, expen- 


And a real shortage of supply. The price of sugar was doubled before 
° f • u, "’ iy m b «» — « 


^ l 93 ,^ 45 policy differed from that in the earlier 

h ° v? g of interest rate$ at low levels in the later war, 
, f 1 ^ 3 er rc ^ ance was pkced on direct control of capital move- 

ments and of many other transactions. 
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dilute, both on current account and on capital account k 
allowed to rise— so exaggerating the inflationary situation. 
As the biggest buyer in the market for real resources the 
Government has always aggravated the cyclical movements 
of trade. 

But if the Government chooses to increase its expendi- 
ture at the moment when private expenditure on capital 
development is beginning to decline the slump may be 
moderated, even if not prevented. Increased government 
demand for real resources at the moment when other 
demands are declining will keep the volume of employ- 
ment more even. Similarly, decreased government spend- 
ing in the boom would mean a lessening of competition 
for resources at a time when the latter were already fully 
employed - -and so the rise in prices would be moderated. 
Experience of war-time inflation used sometimes to he 
quoted as an example of what manipulation of the cash 
basis could do to moderate the Trade Cycle; but the true 
lesson of war-time experience was rather to show what 
could be done by manipulating the Government’s expen- 
diture. 

Or rather government expenditure relatively to the 
economies it is inducing members of the public to make. 
Government expenditure does nothing to add to the 
demand for real resources if it is associated with such 
taxation or other measures as will induce individuals to 
reduce in like degree their own demands for real resources. 
We have already seen how this was recognized in war-time, 
when the Government restricted the money it needed for 
hming a given amount of real resources by restraining 
indiv idied demands for real resources. In peace-time aim, 
partinsl.tr imtstution- -whether governmental or other- - 
may trout to stimulate saving as the volume of productive 
activity inerta-'c-, and to the extent that saving k increased 
the volume of private capital development, or of public 
work:, or of defence works, can be increased without 
generating inflationary condition*. In the rearmament 
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the teaching anti the career of the late Lord Keynes, and 
it has been well said* that 'after Keynes there can be no 
repetition of the hysteria and idiocy of the slump period 
which sought to combat depression by cutting down 
spending’. 

1 By the editor of the llar.ktr , in his obituary notice of Lord Kevnts, 
May syjfj. 



CHAPTER XIII 

BANKING IN THE NEW COUNTRIES 

I. The Significant Peculiarities of Never Banking Systems 

Through most of this book the problems and their solu- 
tions have been generally stated in terms which apply 
directly to the highly developed banking systems either 
of the English type or of the American type. I would 
emphasize once more that this preoccupation with 
English and American conditions reflects no notion that 
those conditions are the ideals from which those of other 
countries show unfortunate aberrations. Rather our 
special concern with English and American banking is 
based first, on the fact that those conditions are likely 
to be of most direct interest to the majority of readers 
of a book written in English, and second, on the fact that 
the systems of other countries do appear to be developing 
along similar lines — indeed, they are frequently being 
forced to develop along similar lines. Nevertheless, there 
are problems peculiar to other systems that are important 
to those countries and are also worth studying for the sake 
of the light they throw on the general principles of bank- 
ing. The countries to which we shall refer in examples 
will generally be India, Canada, Australia, and South 
Africa; but the varying conditions in those countries have 
their counterparts in the South American republics, in 
Japan, and in many of the minor countries of Europe. 

The important peculiarities distinguishing these bank- 
ing systems from the more highly developed systems are 
three in number: (r) the banking habit may be little 
developed and banking offices be few and far between; 
(2) there may be no short money market, or no satisfactory 
short money market; and (3) central banking may not yet 
be effectively established. It should not be thought that 
all these three conditions are to be found in each one of 
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II. Central Banking in the absence of a Short Money 
Market 

First there is the problem of central banking technique 
in a country which is covered by a network of modern 
commercial banks, the banking habit being assumed wide- 
spread. Of such a country Canada is the leading example ; 
but in Australia and in South Africa conditions in some 
ways approach it. It is easy enough to subject the commer- 
cial banks to the behaviour of the central bank’s assets. To 
effect this three steps are usually taken : ( i) the note-issuing 
powers of the commercial banks are either abolished or 
severely restricted; (2) the commercial banks are required 
to maintain at the central bank balances bearing a certain 
relation to their deposit liabilities to the public; arid (3) 
the central bank is constituted lender of last resort. Of 
these three steps the third and the less radical form of the 
first are absolutely necessary. The second and the more 
stringent form of the first are advantageous in that they 
help to provide the central bank with an income: for 
purposes of control they are mere embroideries. The con- 
stitution of the bank as lender of last resort is fundamental 
in that it removes from the commercial banks all responsi- 
bility for providing reserves against an abnormal loss of 
cash. The commercial banks can then be relied upon to 
minimize consistently their cash reserves in order to maxi- 
mize their profits. 1 The plan of obliging them to hold 
certain minimum-ratio balances at the central bank, apart 
from the advantage noted above, merely serves to give 
point to this expectation that their reserves will bear a con- 
stant ratio to their deposit liabilities. Restriction of their 
note-issuing rights prevents them from adding to their 
cash by printing more notes. [We assume that there is no 
right of free coinage in the country: if there is, a stable 
oreign exchange policy is implicit. The embarrassments 
01 the central bank which follow from the right of free 
1 Subject to the reservations explained in earlier chapters. 
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coinage are identical with those which, we shall find below, 
are implicit in any predetermined foreign exchange policy 
fxdng followed.] 

In advanced financial centres we are apt to assume that 
that is the end of the matter. For if the volume of bank 
deposits is subject to the central bank’s assets the central 
bank can make the supply of bank deposits (and so short- 
term interest rates) what it likes simply by manipulating 
its assets. But in these other countries the manipulation 
of a central bank’s assets is by no means such a simple 
matter. Given the absence of a good bill market (the 
presence of which is what makes control so easy in London), 
the central bank’s assets will ordinarily be government 
securities, foreign exchange, gold, and perhaps loans to the 
commercial banks. If the last item does regularly show 
substantial indebtedness of the commercial banks all is 
well, for the central bank can impose whatever interest rate 
it chooses for those loans, and so influence the willingness 
of the commercial banks to lend to the public. It controls, 
that is to say, the basic short-term interest rates — which is 
all the Bank of England does. But in fact when a central 
bank is superimposed on an established banking system it 
is not easy at an early date to lead the commercial banks 
into indebtedness to the central bank, and such indebted- 
ness appears to be rare in fact. Apart from that immediate 
consideration there are hound to be periods — and often 
those periods when the central bank is most anxious to 
exercise control— when the foreign exchange situation 
leads to the commercial banks’ indebtedness to the central 
bank disappearing. 

In its holding of government securities, however, the 
central bank is not passive— -its holding depends on the 
amount it has chosen to acquire. There is some possibility 
that the new central banks of the world will be able to 
control the cash basis partly by manipulating their hold- 
ings of government securities. But there is a substantial 
difneuHy which severely limits the utility of the weapon. 
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The stock markets of these countries, though modelled on 
the great exchanges of London and New \ork, arc, of 
course, vastly more limited in their capacity for completing 
big deals. It is easy enough to suggest that the Common- 
wealth Bank of Australia, for example, could reduce the 
cash basis by selling government bonds in Melbourne; but 
given the size of the Melbourne market any very' big sales 
would lead to the closure of the Stock Exchange — because 
buyers would not ordinarily be forthcoming to take up 
huge amounts at short notice. The same applies to the 
opposite process of big purchases — or attempts at pur- 
chase — by the central bank. And even when the trans- 
actions could be completed it would only be at the cost of 
enormous variations in prices of the securities. These 
security’ price variations might be counted an advantage in 
that the central bank would be exercising direct influence 
on the long-term rate of interest. But the Government 
might fear the reactions of public opinion, the stimulus to 
speculation, and the possibility of the investment outlet 
for government bonds being permanently narrowed by 
the spectacle of enormous price variations. And the central 
bank would have to run risks of substantial losses resulting 
from price variations of assets it may wish to sell at any 
time. The more the central bank tries to avoid creating big 
price variations by varying the securities it deals in (perhaps 
even spreading its net to catch industrial debentures!) the 
farther it is running into risks of loss, A central bank 
might conceivably be encouraged to do this, the Govern- 
ment bearing all losses; but it is most unlikely. In spite 
of these difficulties the Bank of Canada has developed suc- 
cessfully its operations in the securities market. Canadian 
debt policy has been on the whole favourable to these 
developments, and might not always be so, but the success 
has been striking enough to warrant imitation else- 
where. 

While internal open market operations are restricted, 

e central bank is confined to regulating the cash basis 
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hv its operations in gold and foreign exchange. A centra! 
bank always deals in either gold or foreign exchange be- 
cause the holding of a reserve of cold and/or foreign 
exchange is generally (and rightly) held to he a duty of 
the central bank. In considering the effects of these opera- 
tions we will, for the sake of brevity, talk only of gold. 
Whether the central hank does or does not choose to turn 
the foreign balances it acquires into gold does not affect 
the internal situation. 1 Now there arc two extreme possi- 
bilities. Either the central bank will consider the price of 
gold (foreign exchange rate) fixed and will buy and sell 
gold at that fixed rate — that is the gold standard condition : 
or it mav fix the amount of home eurrenev it is willing to 

V 

supply and allow the gold price (foreign exchange rate) to 
be adjusted to clear the market. In the former case the 
amount of home cash it creates by purchase of gold (or 
the amount it destroys by the sale of gold) is absolutely 
dependent on the international balance of payments — the 
central bank has no control at all. In this case it is a matter 
of indifference whether the central bank alone can monetize 
gold or there is right of free coinage— in either event the 
supply of cash is fixed independently of the central bank’s 
wishes. We may say that 5t is desirable that the central 
bank should in fat years accumulate a gold reserve against 
the drain which is sure to come in lean years, when the 
balance of trade is unfavourable. Hut if the central bank is 
automatically to create cash as it receives the gold, the gold 
might just as well have gone to the commercial banks. The 
existence of a central bank docs nothing to help. 2 
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Of these two extremes the latter is not one that could 
be tolerated as a regular system. It is unthinkable that a 
country having such an appropriate institution as the 
central bank should allow the foreign exchange rates to 
move up and down with complete freedom from inter- 
vention. However strongly opposition to the gold standard 
is argued, the case for some intervention to steady foreign 
exchange movements is unshaken. Yet once the central 
bank is prepared to intervene, it forswears some of its 
active control of the cash basis. For it can only intervene 
(abstracting from the possibility of exchange restrictions) 
by offering home currency in return for foreign currency, 
or by offering foreign currency for home currency. Once 
it does so intervene the cash basis of the banking system 
becomes subject to the excess of supply of over demand for 
(or vice versa) home currency in exchange for foreign 
currency at the rate at which the central bank decides to 
hold the market. The gold standard case (which, after all, 
is quite a common case) is simply the extreme case in 
which the central bank holds the foreign exchange rate 
(gold price) fixed by absorbing all excess supply of foreign 
exchange or of home currency at that rate. But whether 
that extreme position is adopted or not, it is inconceivable 
that a central bank should do otherwise than allow the 
volume of cash created by absorption of gold or foreign 
exchange to be determined by its foreign exchange policy. 

Were variations in the balances of payments of these 
countries generally small this argument would not be of 
much account. But the opposite is in fact almost univer- 
sally true. The countries we are considering are in general 
producers for export of a few primary commodities — either 
minerals or agricultural products or both. The total value 
of the exports of any one of these countries is, therefore, 
subject to extreme variations, thanks to crop variations 
depending on weather conditions, the exceptionally great 

resort some of the stronger banks may take a long view and add to 
their ratio of gold to deposits in favourable years. 



CENTRAL BANKING 




price ranges which apply to nearly all primary commodi- 
ties* and to the lack of diversity in their exports making a 
collapse in a single market a cause of great disturbance in 
the total balance of trade. This variability of exports is 
supplemented in its effect on the balance of payments by 
the tendency for long-term capital movements to be mure 
or less parallel (perhaps with some time-lag) to the move- 
ments of exports. Prosperity of a country makes that 
country more attractive to investors and the inflow of 
long-term capital therefore has a natural tendency to be 
concentrated in years of favourable balances of traded 
Given this extreme variability of the balance of inter- 
national payments and a desire to steady (even if not to 
stabilize) the foreign exchange rates, a central bank must 
be prepared to absorb large amounts of gold (or foreign 
exchange) in the fat years and part with them in the lean 
years. One of the advantages of having a central bank in 

such countries has sometimes been stated ns the desirability 

»* 

of having some institution whose duty it is to accumulate 
such a reserve against lean years — ‘a drought reserve’ a-* it 
has been appropriately called in Australian discussions. 
But given, say, a gold standard law there is no advantage 
in having a central bank to do it, unless the ecnlial ban I: 
am 'sterilize* the by reducing its other am ts as raid 
Junes in, and vice versa. We are forced to the conclusion 
that, far from thinking of the central bank as being able to 
manipulate the cash bads by regulating its dealings in gold 
and foreign exchange, pursuit of its foreign exchange policy 
necessitate? manipulation of its other carets. 


I’nfortum'.tely wc have already examined 
averts and found that the power of the centra! 


those other 
bank to vary 
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them is likely in practice to be extremely restricted. We 
may now see how in time of prosperity 7 it cannot be expected 
that the commercial banks will naturally be in debt to the 
central bank: for the favourable balance of payments will 
have led to the central bank absorbing gold, and the 
currency created in exchange will be used by the commer- 
cial banks to pay off their indebtedness to the central bank. 
Control of the situation by the central bank appears to be 
dependent on its power to offset gold movements, and the 
possibility of doing so by open market operations in the 
least analogous to the Anglo-American operations appears 
to be very 7 slight. 

What, then, is the use of a central bank ? I believe that 
two important possibilities remain open even when a gold 
standard is being maintained; and when a gold standard 
is not maintained there is a further argument in support 
of the utility of a central bank. We have so far concerned 
ourselves purely with the possibility (but difficulty 7 ) of the 
central bank controlling the cash basis by 7 open market 
operations of one kind and another. There remains open 
the possibility of securing a change in the composition of 
its liabilities. I am suggesting in fact that the central bank 
should be allowed to take advantage of its position as 
banker to the Government, If it cannot reduce its non- 
gold assets when gold is flowing in (or when for any reason 
it wants to contract the cash basis) it can restrict (or reduce) 
the cash basis by raising Public Deposits — the Govern- 
ment s balance. Government disbursements must fall 
short of government receipts. This cannot, of course, be 
done by the central bank on its own initiative — a serious 
limitation of its power. But it can be done with the co- 
operation of the Government — hence another argument 
for very close co-operation of the central bank and the 
Treasury. 

It must be emphasized that these variations in Public 
Deposits must, if they are to be of any 7 use, be produced 
by revenue surpluses and deficits and not in government 
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for it's effect on the profitability of commercial banking 
(and its influence should generally tend to stabilize profits 
and so be acceptable) there is no possible objection to the 
central bank taking this course. It is accordingly a weapon 
which should always be placed in the hands of a central 
bank whose technique is circumscribed by the conditions 
we are assuming in this section. Given such power the 
central bank can perform useful functions which commer- 
cial banks cannot be expected to perform. 

All that is equally applicable to a gold standard and a 
non-gold standard country. But if the country without a 
central bank is not on a gold standard the establishment of 
some special institution which would have some functions 
appropriate to a central bank is likely to come sooner or 
later. For in the absence of any such institution the com- 
mercial banks will normally, for the conduct of their own 
business, hold reserves of gold and/or foreign exchange 
and they will generally be the main dealers in the foreign 
exchange market. But sooner or later the Government, 
acting supposedly in the interests of business activity, is 
bound to take an interest in the foreign exchange situation 
and to seek eventually to regulate the foreign exchange 
rates. This cannot be done properly without the co-opera- 
tion of the commercial banks, and the latter may reasonably 
object to altering the foreign exchange rate at which they 
will deal in such a way as to impose great losses on them- 
selves. The Government, or a newly adapted institution, 
must then be prepared to step in and take over all foreign 
exchange reserves and take the entire responsibility for 
fixing the rate. This is what happened in New Zealand, 
for example, in the early nineteen- thirties, and events in 
Australia were much the same. Once this is realized the 
case for putting this rather specialized function of regulat- 

last resort should, in course of time, encourage banks to run down their 
local cash to a minimum; and if the central bank is given power to re- 
quisition t e oreign assets of the commercial banks, its control is reason- 
ably strong. 
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ing the foreign exchanges into the hand* of a central bank 
becomes much clearer. When the country i>; not on the 
ttold standard the case for establishing a Central hank may 
he ba^ed partly on this desirability of having some institu- 
tion to regulate the foreign exchange value of the currency 
— always assuming that the authorities are unwilling to 
leave the foreign exchange matket completely export'd to 
every wind that blows, 

I myself am inclined to stress the value of what may 
perhaps be called the ancillary functions of the central 
bank — acting as the tool of foreign exchange policy and 
adviser on that policy, advising the Government on the 
economic effects of its financial policy, and co-operating 
in the regulation of the import and export of long-term 
capital. These functions can be more effectively exercised 
if the central bank is governed by men who cun me the 
arts of persuasion. Persuasion can also help more directly, 
through the commercial banks. The central bank cun in- 
fluence the economic situation by operation on the rate of 
interest; but this influence works slowly and often but 
feebly. In the countries to which v.e are referring in thk 
chapter a succession of good export seasons sets up power- 
ful influences promoting inflationary development's- -in- 
comes of export producers rbe and all too frequently a 
feeling of increased prosperity and confidence lead** to a 
new generoritv in government expenditure. In such an 
atmosphere the central bank can exercise a useful restraint 
if it can persuade the commercial banks to be exceptionally 
critical in their views of loan applications; this may have 
much more influence than any miring of interest tM'. 
More effective still would be action in miring the foreign 
exchange value of the currency, moderating the ri'*' in 
income* (in terms of home currency) of export product >. 
■Manipulation of got eminent taxation and expenditure cars 


also exert much influence. The inflationary 
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forward these ends should be an important object of the 
central bank; and similarly it should strive for contrary 
developments as extremely important supplements to the 
expansive policy it should follow at other times, when 
extraneous causes have set up a deflationary movement. 

For these reasons I think it important that these new 
countries should not be satisfied with the mere estab- 
lishment of central banks on the (somewhat inappropri- 
ate) English or American pattern. They should endow 
their central banks with appropriate powers (especially the 
power to vary cash ratios) to control the supply of money. 
But they should go on to establish a network of machinery 
for monetary control — a network which will include the 
central bank as regulator of the supply of credit and of the 
foreign exchanges, a body for the regulation of overseas 
borrowing, and a Treasury 7 which pays regard to the 
general economic effects of budget policy. Australia has 
gone farthest along this road : Canada and South Africa 
have stillfarto go. The connexion ofbudget policy directly 
with the whole field of government activities, and the con- 
nexion of the other functions mentioned above with the 


general welfare of the people, make it impossible to foresee 
successful establishment of such monetary control without 
there arising all sorts of constitutional questions about 
their mutual relations and their subjection to popular con- 
trol. The solution of these constitutional questions must 
be contributed by the coming political generation if the 
theories of the economists are to be exploited to the full in 
these countries. 


III. Central Banking in a Primitive Banking System 

In the previous section we were concerned with the 
peculiar problems facing central banks where there is a 
good system of commercial banking but no good short 
money market. . We now proceed to the central banking 
problems peculiar to those countries which have no well- 
developed network- of commercial banks. Much of what 
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wan said in the previous section, and especially the kwi 
part, is applicable also to these more primitive countries. 
Indeed, much of the last part is applicable to all countries. 
But for the more primitive countries— Irfdia, China, and 
most parts of South America, for example —there arc certain 
further considerations to which \vc now turn. 

The essential peculiarity which distinguishes these coun- 
tries from those we have already discussed is that they 
approach the extreme case of a central hank which lias no 
banking system to control. The supply of money is com- 
posed mainly of cash — metallic currency, sav. The in- 
fluence of the central bank in the foreign exchange market 
then becomes perhaps its most important function, for 
there alone will it be able to influence the supply of money. 
But there arc, I believe, important ways in which the 
centra! bank can meet the peculiar conditions. It can 
provide or supplement the ordinary banking facilities of the 
country. Or it can merely encourage the development of 
an integrated commercial banking system. In exception- 
ally favourable conditions It may manage both to supple- 
ment existing commercial banking and to encourage its 
independent development. Provision of ordinary banking 
facilities and encouragement of the growth of an integrated 
commercial banking system should, however, generally he 
regarded as alternative policies. For while the first has as 
its end a system in which the centra! bank has direct control 
over the supply of bank money (since all, or a substantial 
part of all, bank deposits are its own liabilities), the aim of 
the second alternative is the development of a system in 
which the central bank has only the indirect control which 
control of the cash basis gives. 

Against a central bank policy of providing ordinary 
banking facilities is all the force of the opinion that the 


cents*?! bank should leave ardinrtn' commercial banking 
buMncss to ft partite institutions. But this notion is always 
supported by argument? which assume that there arc 
already in existence commercial banks covering at Ira-i a 
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large part of the field. There is, for instance, the argument 
that, as the commercial banks are obliged to keep balances 
at the central bank without earning interest on those 
balances, the central bank should not compete as a lender 
of funds with ordinary banks which have to go to some 
expense to obtain deposits. Such competition, if it is even 
suspected, is at once dubbed ‘unfair competition ’. 1 There 
is also the argument that, when the central bank acts as an 
ordinary banker to the public, transfers of money from a 
commercial bank’s customer to a central bank’s customer 
(or vice versa) disturb the supply of money. These argu- 
ments collapse entirely if there is no commercial bank in 
existence, and lose most of their force if the commercial 
banks cover only an insignificant part of the total field. 
But the former of these two arguments does imply a fur- 
ther proposition: that the development of independent 
commercial banking may be discouraged by central bank 
invasion of the field. If, therefore, we have any reason for 
preferring ordinary commercial banks, the central bank 
should encourage their growth rather than invade the field 
itself. The issue turns in fact on the question of the in- 
tegration of banking systems. 

In favour of complete integration of the banking system 
there is the very powerful argument that in an integrated 
system control over all banking operations is direct and not 
indirect. The force of the argument depends on the in- 
efficiency of indirect as compared with direct control. If 
we could assume that the commercial banks would always 
react automatically in precisely the right way to any central 
bank action, indirect control would be as good as direct 
control. But as has been seen at several points early in this 
book, no amount of regulation of commercial banking can 
guarantee invariably correct reaction. Even if they cannot 
lower the cash ratio below a legal minimum, the commer- 
cial banks can always raise it above that minimum and 


If the central bank alienates the commercial banks in this way, its 
the weapon of persuasion will have small success. 
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thereafter reduce it to that minimum, Central hanking 
policy may sometimes require the commercial hanks to 
expand (or contract) earning assets of one kind rather than 
another; but the system of indirect control does nothing to 
provide for such situations. London appears, since 1890 
at any rate, to have learned that some of these deficiencies 
of indirect control can be overcome by informal co-opera- 
tion between the various members of the system. Much 
has still to be done along this line: especially where, as in 
London, the central bank is so secretive. But obviously 
the further co-operation is developed the nearer docs the 
system approach a formally integrated system. The great 
disadvantage of an integrated system is that the one bank, 
being conscious of its sole ultimate responsibility, may be 
too cautious to provide all the hank loan facilities which 
would be provided by specialist commercial banks. This 
disadvantage is the more serious the more important the 
outlet for commercial bank loans is in a country: the 
downward trend in the demand for commercial loans 
means that the disadvantage of integration of the banking 
system is becoming less. On the other hand, there is good 
ground for supposing that it is just in those countries -- 
India, for example - of which we are thinking particularly 
that the outlet for commercial loans is greatest. Accord- 
ingly J think that the case against the central bank providing 
ordinary' banking facilities there, while not so overwhelm- 
ing as h frequently assumed, is stronger from one point of 
view than the case against integration of the banking system 
in a countrv like our own. Although shevdo not want wild* 
cat banks, India and China do want banks that will be 


prepared to support the activities of the people who hrwe 
obvious ability but no good collateral security to offer. 

The c.w*’ for she centra! bank developing ordinary bank- 
ing burincs’s on its own account may be strongest in quite 
a illffviiT.t tape of system. Forth Africa, provide-- the 
extreme example of a country where practically all the 
banking bm intr"- h in the hands of only two grw.t branch 



302 BANKING IN THE NEW COUNTRIES 

banks. Neither of these banks confines its operations to 
South Africa, and neither is controlled absolutely by offi- 
cers m the country. The limitation of competition arouses 
suspicion of monopolistic fleecing— and that by ‘foreign 
banks’. Such is the strength of each of these two banks, 
and such is their temptation to act in concert, that they 
could frequently (if they chose) make the central bank’s 
policy quite ineffective. Should that possibility be realized 
in practice there would be a very strong case for the central 
bank setting up numerous branches throughout the country 
in an attempt at once to break the ‘monopoly’ of these two 
banks and to secure some direct control over the banking 
operations of the country. The situation would be un- 
comfortable; but not impossible. Wise co-operation of 
the two commercial banks with the central bank would, 
of course, make any such development absolutely unne- 
cessary. 

There remains the question of what a central bank can 
do to encourage the development of a system of commer- 
cial banks. Here the possibilities are two. The first and 
much the more attractive course is provision and en- 
couragement of the use of rediscounting facilities. The 
second and more remote possibility is the administration 
by the central bank of a subsidy for newly established 
commercial banks. 

The development of rediscounting is important in a new 
banking system in that it enables banks to economize their 
till-money without increasing the risk of being broken by 
a run for cash. Since cash is a non-earning asset, econo- 
mizing cash reserves implies increasing earning power. 
Growth of rediscounting facilities therefore acts in the 
same way as a subsidy ; but it has the additional advantage 
of developing contacts between the various parts of the 
banking system and making it easier for the central bank 
to enforce its policy. The central bank can do much in this 
way by selecting (and possibly securing the adaptation of) 
any suitable credit instruments already in use in the country 
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{{he hundi in India is an example), and offering favourable 
rates for cash obtainable on deposit of these instruments 
with itself. Sometimes there is room for reduction of stamp 
duties on such instruments, and then the central bank 
should do its best to persuade the Government to sacrifice 
revenue for the sake of promoting the development of the 
hanking system. In countries like India and China, too, 
the central bank must be prepared to open numerous 
branches (or attractive agencies ) 1 in order to provide assis- 
tance quickly and easily to new local banks, Unfortunately 
there is almost universal prejudice against rediscounting, 
it being generally regarded as a sign of weakness. The cen- 
tral bank should make it its business to persuade bankers 
that rediscounting is not necessarily an evil practiced 
If the Government is willing to bear the expense the 
outright subsidy method may be employed. If so, the 
central bank is the obvious agent for administration of 
the subsidy: for compulsory inspection powers would be 
a decided advantage in developing its contacts with newly 
established banks. It might be difficult to discriminate 
between new banks and those already well established 
without encouraging the growth of a unit-banking system 
rather than a branch-banking system ; but \ believe this 
difficulty could he overcome. However, detailed discus- 
sion of this possibility seems rather waste of time when we 
remember that in the countries of which we are thinking 
there arc generally many more pressing needs to be met 
out of the scant government funds. AH that the Govern- 
ment can reasonably be expected to do is to reduce stamp 
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dunce on p irtUular credit instruments at the suggestion 
of the central bank. 

But 1 lx lieu- tint much can he done without great ex- 
pert e tf the central h mb male* up its mind to encourage 
the growth of commercial hanking: and once an adequate 
«\ stvtu of commercial banking has developed the problems 
of control faced in the central hanks become those which 
v,c hate already discussed in the previous section. If pro- 
pter is to be real, it must be based on a thorough under- 
standing of the problems rather than on a slavish imitation 
of v.li u has bun done in the countries whose financial 
institutions happened to develop first. In the inter-war 
period a number of factors conspired to make some* of 
the ‘mu' 00‘tntrU.N nidi into the establishment of central 
hmk% and only gradually are they beginning to realise 
how uMnthdiy difUn.nl are the financial climates in which 
thru raw institutions are* functioning. The ‘new’ cotin* 
tria alone cannot be held responsible for their misunder- 
standings: they often took British and American advice 
niore* on familiarity with the City and Wall Street 
than on fund uncntal anal) ses of banking problems. Since 
then we ha\e both lived and learned. 
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